The New York 
Certified Public Accountant 








WENtTWortTH F, Gantt, Managing Editor 


EDITORIAL BOARD 
Hueu S. O’REtty, Chairman BENJAMIN NEvuwIrTH, Vice Chairman 
Raymonp G. ANKERS Harotp JAMES BEAIRSTO Sipney B. KAHN 


Roy B. KEsTER James H. WrEN 





Vor. XV May + 1945 No. 5 





TABLE OF CONTENTS PAGE 


Minimum Standards of Audit Procedure and Reports Applicable to 
the Smaller Business 
By STEPHAN CHAN, C.P.A. 
Auditing Procedures Arising from Governmental Regulations 
By Rosert I. Eperson, C.P.A. 
Cooperation with Clients and Credit Grantors in Wartime and Post- 
War Periods 
By Max Brock, C.P.A. 


Distribution of Profits 
By Georce O. May, C.P.A. 


Financial Statements from the Viewpoint cf the Credit Man 
By JoserpH RuBANow ; ; 

Financial Statements from the Viewpoint of the Financial Analyst 
By BENJAMIN GRAHAM 


Questions and Answers 
DEPARTMENTS 


State Society Activities 








Published Monthly by 
THe NEw York STATE SOCIETY OF CERTIFIED PuBLic ACCOUNTANTS 
15 E. 4lst STREET : NEW YORK 17, N. Y. 
Single Copy 25 Cents— One Year $3.00 





Copyright, 1945, by THE NEW YORK STATE SOCIETY OF CERTIFIED PUBLIC ACCOUNTANTS 








Just Published 


How to SPEED UP 
SETTLEMENT of 

Your TERMINATED 
WAR CONTRACT 


By 
J. K. LASSER 


C.P.A. in New Jersey 
and California; Chair- 
man, Institute of Fed- 
eral Taxation, New 
York University 








175 pages, 82x11 
$3.50 


THIS brand new J. K. Lasser guidebook shows, step 
by step, what to do, how to do it, when to do it— 
how to handle your plant operations, inventories, and 
settlements before and after you receive a termination 
notice. A boon to every concern, small or large, doing 
business under a War or Navy Department contract or 
a subcontract. Written in the same crisp, point-by- 
point manner as the author’s famous tax guides, it 
actually blueprints a short cut through the seeming 
maze of procedures, requirements, forms, etc., you face 
in termination of your war contract. Start using it at 
once to pave the way for smoothest, quickest settle- 
ment, and to aid in getting the maximum allowable 
amount. 
@ Complete: Covers everything; inventories, costs, how 
to handle subcontractors, how to make up claims, how 
to get financing during settlement, how to negotiate a 
settlement, how to appeal, etc. Includes a full guide 
for subcontractors. 
@ Clear: Covers subject in many detailed sections, fully 
explaining each step. Gives all necessary forms. Many 
check lists, section headings, key questions, to help you 
find answers quickly, make sure nothing is overlooked. 
e Authoritative: The author had all the aid he sought 
from government officials supervising contract termina- 
tion; his book gives you informed, dependable instruc- 
tions. 
@ Timely: Tells what you can do NOW, to prepare for 
quickest, smoothest settlement when termination is in 
full swing and government agencies are crowded with 
work. 


SEE IT 10 DAYS FREE—MAIL COUPON TODAY 
McGraw-Hill Book Co., 330 W. 42nd Street., 
New York 18, N. Y. 
Send me Lasser’s How to Speed Up Settlement of : 
Your Terminated War Contract for 10 days’ exami- 


nation on approval. In 10 days I will send $3.50, 
plus few cents postage, or return book postpaid. : 


(Postage paid on cash orders.) 
Name 
Address 
City and State 
Company wieapavcanetcapeuiens 


Position 
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We Specialize in arranging— 


UNUSUAL LOANS 
FOR YOUR CLIENTS 


1. Loans up to 100% against Warehouse 
Receipts. 

2. Loans up to 100% of the Market Value 
of listed securities. 

3. Loans of two or more times the Cash 
Values of policies. 

4. Loans on Estates, Trust Funds and 
Inheritances. 

5. Liberal Loans against Machinery, 
Equipments, Trucks, Tractors, 
Trailers, Passenger Cars. 

6. Loans to help buy a new business or 
expand existing facilities. 

7. Trust agreements maintained in the 
refinancing of life insurance loans at 
lowest interest rates. 

8. Long Term Repayment—Low Interest 


Rates. 


COLLAT CORPORATION 


15 EAST 40TH STREET 
NEW YORK 16, N. Y. 


LExington 2-0450 
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Kardex ‘’Fact-Power”’ 


in the history of the 
world’s largest pro- 
ducers of home laun- 
dry equipment. 


Ittook plenty of facts to develop The 
Maytag Company’s washer and ironer 
business into world leadership. Pro- 
duction facts, materials and tool facts, 
cost facts, sales and distribution facts 
—facts constantly up-to-date and in- 
tantly available with Kardex Systems 
of Visible Record Control. 

And, during the war, only a smooth- 


running organization powered by effi- 
cient record control could do the job 
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Maytag is doing in producing parts 
and operating assemblies for nearly 
ever type of U. S. combat aircraft. 
Here again Kardex scored. It has 
helped to simplify artd speed plan- 
ning, made faster and easier the co- 
ordination of the work of machines 
and men and women. 

With the coming of Government 
Contract Terminations, the role of 
“Fact-Power” became all-impor- 
tant. As on official sums it up, 
“‘Kardex cost and D, P. C. and loan 
materials controls have tremendously 
aided Maytag in obtaining satis- 









When it’s ‘Back to Earth’ for MAYTAG 
... there are great plans for the future! 


factory contract termination settle- 
ments.” After the war? Maytag 
will have something to say about 
that, too, when the proper time 
comes. 

The record controls of many 
prominent manufacturers, as used 
in contract termination procedures, 
are outlined in detail in “Manage- 
ment Controller No. 697.” Just 
prepared by our Systems Research 
Division, this valuable work is 
available to executives from our 
Data File on free loan service. Ask 
our nearest Branch Office. 





SYSTEMS DIVISION 


REMINGTON RAND 


Buffalo 5, New York 


COPYRIGHT 1945, 


REMINGTON RANO INC 








Admiral Halsey has his 
eye on a fine white horse 
called Shirayuki. 








Some time ago, at a press 
conference, he expressed 
the hope that one day soon 
he could ride it. 
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Official U.S. Navy Photo 

The chap now in Shirayuki’s saddle is Ja- 
pan’s Emperor —Hirohito. 

He is the ruler of as arrogant, treacherous, 
and vicious a bunch of would-be despots as 
this earth has ever seen. 

The kind of arrogance shown by Tojo—who 

was going to dictate peace from the White 


House .. . remember? 


Well, it’s high time we finished this whole busi- 
ness. High time we got the Emperor off his 
high horse, and gave Admiral Halsey his ride. 

The best way for us at home to have a hand 
in this clean-up is to support the 7th War Loan. 


It’s the biggest loan yet. It’s two loans in 


one. Last year, by this time, you had been ff 


asked twice to buy extra bonds. 


Your personal quota is big—bigger than ever 
before. So big you may feel you can’t afford it. 


But we can afford it—if American sons, 
brothers, husbands can cheerfully afford to die. 


All OUT FOR THE MIGHTY 7” WAR LOAN 


. THe New York STATE SOCIETY OF 
CERTIFIED PuspLtic ACCOUNTANTS 


This is an official U.S. Treasury advertisement— prepared under auspices of 
Treasury Department and War Advertising Counoil 
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RECEIVED ISSUED ACTUAL 


UNIT COST 


RESERVED 


ORDER NO. | QUANTITY] DATE | REFERENCE | QUANTITY BALANCE DATE | REFERENCE 


BUSINESS FACTS 
ata glance... 


==payass 


NAL rd 


with the new Zyl Wists 
\Y rs 
VISIBLE MARGINS... 


1. HORIZONTAL . . For Visible Signalling 

2. DIAGONAL . . ._ .For Visible Indexing 

3. VERTICAL. . . . . . For Visible Data 
Portable . . . a girl can handle and move from desk to stand with 
ease. Easy to post by hand or machine. Ideal for large or small 
firms . . . for all kinds of records. 


Ask for a demonstration at your stationer’s . . . and if he is not 
yet supplied, write us for descriptive folder No. VV1. 


AVAILABLE 
BALANCE 


2492 
2210 
2179 
1982 
1740 
1427 
1390 
1260 
1190 
987 
865 
820 
797 


THIS 
VERTICAL 
MARGIN 


(formerly 
hidden) now 
shows current 

transactions 
at a glance. 
Think 
what this 
feature means 
in greater 
efficiency. 


This column 
can be varied 
in width to 
meet your 
specific 
requirements. 


AVAILABLE 
BALANCE 


1192 
1176 
1142 
1139 
1126 
1119. 
1116 
1105 
1102 
1041 
662 
FOR 
ALL TYPES 
OF RECORDS 
Stock 
Purchase 


Costs 


Equipment 
Inventory 


Payroll 
Personnel 
Analyses 
Sales 
Collection 
Installment 
ledger 
Financial 
Government 


Utilities 








2« Here’s where you stand today! 


Look ahead a year or two... for your own sake. 

Over on the dark side is this: Every unnecessary thing you 
buy helps shove the country one step nearer inflation and the 
bad times that come in inflation’s wake. 

Over on the bright side is this: Every single cent you save 
helps move you and your country one step nearer the kind 
of prosperous, happy, postwar America you want. 

Okay—you’re human. You’re thinking mainly about yourself. 
YOU SHOULD. Because if every man Jack (and every girl 
Jill) buys nothing he can get along without . . . (avoids Black 
Marketsand“‘just-a-litile-above-the-ceiling” like the plague!) 
. -. pays off the mortgage or any other debts. . . takes out 
more insurance... builds a healthy sock of savings... buys 
and holds more War Bonds—inflation will stay away from 
our docr. 

And Jack and Jill will be in a sound position no fatter 
what times come. 

Maybe you ought to clip this signpost and paste it in your 
pocketbook as a reminder that you can BUY your way to bad 
times. Or you can SAVE your way to good ones. 

That’s where YOU stand today. 














4 THINGS TO DO to keep prices 
down and to protect 
your own future! 


1. Buy only what you really 
need. 


2. When you buy, pay no more 
than ceiling prices. Pay your 
ration points in full. 


3. Keep your own prices down. 
Don’t take advantage of war 
conditions to ask more for your 
labor, your services, or the 
goods you sell. 


4. Save. Buy and hold 
all the War Bonds you 
can 2fford—to help pay 
for the war and protect 
your future. Keep 

up your insur- 

ance. 


A United States War message prepared by the War Advertising Council; approved by the Office of War Information: 
and contributed by this magazine in cooperation with the Magazine Publishers of America, 
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@ This photo of a torpedoed Jap ship was snapped through a Ges Oe 
submarine’s periscope. The Japs can’t deny this rare proof, and 1 +440 0¢ 
the sub commander snows he figured the range accurately. His 2 1440v 
torpedo is a profit on Uncle Sam’s war books. % a oes 
Proof of accurate figuring also has a profit-or-loss value in your G80 doe 
business. You must now the figures are right...and the Printing ES 
Calculator prints that proof for you. | 1800 
This tape, as an example, shows payroll figures. The Printing 5640s 
Calculator lists employee No. 231, then figures and prints rate- ; M . Se 
hour computations for the regular pay — $38.40, and overtime 100- 
$18.00. From the gross earnings— $56.40, it deducts taxes and 
other items to find $49.24 net pay... check the figuring data in a 49: 240 


glance... right the first time! 


| All purpose in figuring, ONLY the Printing Calculator prints 

as it multiplies, divides, adds and subtracts. There’s no need for 
secondary proving work nor for copying from dials. The printed 
tapes proves your figures, stops errors, conserves time. 


| 


Touch performance seems natural with the machine’s 10-num- 
eral-key keyboard, and no specialized training is required. Its sim- 
plified operation promotes quick results from the very first day, 
and by even inexperienced employees. 

The Printing Calculator daily lifts payroll, invoicing, statistical 
and all other kinds of figuring jobs to new heights of accuracy 
and speed. Let it lift the figure load for YOU. Phone the nearest 
Remington Rand office for a demonstration today, or write to us 
at Buffalo 5, N. Y., for the free booklet TOPS. 


The Printing Calculator is available on WPB approval, to help con- 
serve manpower, expedite warwork, maintain necessary civilian econ- 
omy. Talk it over with our representative. 


BUY, KEEP WAR BONDS 


eminglon Rand "PRINT| 
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The only PRINTING calculator with automatic division 
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What happens 


when these desks are FILLED? 


Today the men who used to sit at 
these desks are following the manual 
of arms instead of the s sides manual, 
taking commands instead of taking 
orders ... persuading tough customers 
with howitzers instead of hows. Now 
while your force is “on the road”... set 
up methods for giving management the 
facts it will require lisa the boys get 
back, the hard-hitting sales staff again 
intact—order analysis for production 
planning .. . geographic and market 
data to guide sales effort... breakdown 
of customers by sizes... turnover per 
item and by groups. 

Currently, while sales may exceed 





ime 
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merchandise, get ready for the period 
when sales may be harder to make than 
merchandise—by calling in a McBee 
man. McBee’s business is making vital 
facts available quickly, accurately and 
economically...We have no canned 
procedures; we hand tailor to fit your 
needs. Our methods and products are 
easily usable by your present office 
staff, save temper, trouble, wear and 
headaches... deliver more pertinent 
information, in less time, at lower cost. 


Mcbee experience and products 
can give you better sales analyses for 
tomorrow. Call a McBee man... today. 


=z THE McBEE COMPANY 
SOLE MANUFACTURERS OF KEYSORT 
295 Madison Ave., New York 17, N.Y 


Vay 





. Offices in brincthal cities 
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Minimum Standards of Audit Procedure and 
Reports Applicable to the Smaller Business 


By STEPHEN CHAN, C.P.A. 


T is not my purpose in this talk to 

present a complete audit pro- 
gram, nor is it possible to discuss all 
the problems which arise in connec- 
tion with your audits. I have selected 
for discussion several topics which 
should be of general interest, in the 
hope of thereby stimulating fur- 
ther thought and discussion. 
Evolution of Principles: 

Sound auditing and accounting 
principles apply equally to small as 
well as large engagements. How- 





STEPHEN CHAN, C.P.A., author 
of Minimum Standards of Au- 
dit Procedure and Reports Ap- 
plicable to the Smaller Business 
has been a member of the So- 
ciety since 1938 and also holds 
membership in the National As- 
sociation of Cost Accountants. 
He is presently serving as vice- 
chairman of the Committee on 


Administration of Accounting 
Engagements. Mr. Chan _ has 


written a number of articles 
which have appeared in the Jour- 
nal of Accountancy, the Canadian 
Chartered Accountant, and the 
New York Certified Public Ac- 
countant. 











ever, the method or extent of their 
application may differ. I believe it 
is important even for the smaller 
practitioner to read carefully all re- 
leases of The American Institute of 
Accountants’ Committees on Audit- 
ing Procedure and Accounting Pro- 
cedure, as well as the accounting re- 
leases of the Securities and Exchange 
Commission. You will find that def- 
inite standards of ‘accounting and 
auditing are being evolved and codi- 
fied, and it will be the responsibility 
of each individual practitioner to 
justify any departures from these 
standards. 


Conservatism: 


It has long been agreed that the 
sound accountant should possess the 
attributes of conservatism and con- 
sistency. However, there seems to 
be a current tendency to use the 
word, “conservatism”, to distort, 
rather than to uphold, accounting 
principles. Being conservative should 
not mean the adherence to out- 
moded conventions, but should in- 
clude the ability to present the re- 
sults of an audit in a consistent, 
objective, impartial manner. 

The ability to resist the blandish- 
ments and arguments of his clients 


Presented at a meeting of the New York State Society of Certified Public Accountants 


April 16, 1945. 
1945 


a 
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requires moral and mental stamina. 
That is the final measure of a sound 
practitioner. 

Not so many years ago account- 
ants were apprehensive because of 
attempts on the part of their clients 
to inflate or improve the condition 
reflected by their financial state- 
ments. Today we are faced with the 
opposite situation; because of large 
profits and high taxes, most clients 
are engaged in attempting to deflate 
their earnings. 

I do not believe that the account- 
ant should close his eyes to material 
distortions on the grounds that the 
client takes the primary responsibil- 
ity for the balance sheet or tax re- 
turn, or on the grounds that the re- 
sulting statement is “conservative”. 
Even if we assume that a detailed 
audit is not made, the accountant 
should still be able to justify the 
reasonableness of each item on the 
balance sheet he prepares. Without 
discussing the matter in detail | 
should like to mention that exces- 
sive devaluation of an inventory is 
just as incorrect as inflating the in- 
ventory and that charging acquisi- 
tions of machinery to current ex- 
pense is just as incorrect as charging 
expense items to fixed assets. 


Report Qualifications : 


There still are practitioners who 
issue monthly, interim or even an- 
nual statements to their clients on 
the basis of a restricted examination, 
without indicating that the exami- 
nation has been restricted. It is im- 
portant that every financial state- 
ment which leaves your office be 
properly qualified, even though you 
may not sign the statement. Some 
auditors feel that qualifications are 
unnecessary because the report is 
intended for the client and he under- 
stands the limitations thereof. 
Therefore, it should again be em- 
phasized that the accountant cannot 
control the use of the financial 
statements after they leave his office 


/) } 


and it behooves him to be certain 
that they are adequately qualified in 
cases of lack of outside verificatio 
acceptance of inventories without 
audit and any other omissions of ac- 
cepted procedure. 

On a monthly or interim balance 
sheet not accompanied by a letter 
report, this qualification may be ex- 
pressed in the form of the following 
footnote: 

“The above balance sheet has 
been prepared without verification 
by direct correspondence or in- 
spection and the inventory re- 
flected thereon is stated at the fig- 
ure submitted by the manage- 
ment.” 


The Securities and Exchange 
Commission, several years ago in 
discussing a case relating to pub- 
lished financial statements, — set 
forth in its conclusions certain 
thoughts which also apply to the re- 
port of a smaller enterprise. The 
Securities and Exchange Commis- 
sion stated that: 

“|. . the signature of the public 

accountant and his certificate, no 

matter how narrowly worded nec- 
essarily imparts something more 
than the accountant’s belief in the 
mathematical correctness of the 
figures The reader of the 
statement is entitled to conclude 

not only that the figures are 
correct but that they are set forth 
in a manner calculated to disclose 
the truth . . . ; not only that all 
information disclosed is correct 
but that all important information 
is disclosed which is material.” 


For example, in a balance sheet 
prepared for a corporation whose 
main purpose is owning buildings, a 
footnote stating “no reserve for de- 
preciation is reflected above” is not 
an adequate substitute for including 
the depreciation in the balance sheet 
and profit and loss statement. 

Certain real estate mortgages are 
issued pursuant to indentures which 
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indicate the basis upon which the 
earnings available for interest are 
calculated. Even in such a case a 
proper balance sheet can be prepared. 
However, if it is desired for a spe- 
cial purpose to present a balance 
sheet on the “indenture basis” with- 
out computing depreciation, a foot- 
note should indicate why deprecia- 
tion is not being deducted, the 
amount of depreciation deducted on 
the corporation’s Federal income 
tax return and the effect on earnings 
and capital if the proper deprecia- 
tion had been deducted. That, at 
least, would be full disclosure. 


Wartime Regulations: 


I believe that the auditor should 
try to discourage violations of Salary 
Stabilization, O.P.A., W.P.B. and 
other regulations by explaining to 
the client the penalties involved and 
also by aiding the client in obtain- 
ing adequate information to prop- 
erly understand the respective reg- 
ulations. The auditor can often be 
of assistance to his client in obtain- 
ing permission for wage increases 
from the Salary Stabilization Unit 
or War Labor Board, or in obtain- 
ing exemptions, increased prices or 
priorities from the O.P.A. or War 
Production Board. 

[ also believe it is important that 
the client understand the extent of 
your responsibility and the scope of 
your audit in this connection. 

Several accounting firms have 
adopted the following qualification 
which appears on all their reports: 

“The scope of our examination did 
not include the examination of 
your records with respect to com- 
pliance with governmental laws 
and regulations relating to salary 
and wage adjustments, price ceil- 
ings rationing, priorities and simi- 
lar regulations.” 


Now let me mention some audit- 
ing features directly pertinent to 
these times. 
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Cash Deposits: 


You may note during the course 
of your examinations that the client 
has increased his capital by deposits 
of cash. Cash credits to capital 
should always be discussed fully 
with the client and the auditor should 
be reasonably satisfied that he is 
cognizant of the source of these 
funds. If the amount of cash de- 
posited is material, it may be ad- 
visable to obtain for your files a let- 
ter from the client indicating the 
source of these funds, inasmuch as 
a Revenue Agent may later request 
a complete explanation of this item. 
Consistent cash capital credits should 
of course call for a more positive 
action on your part. 


Government Bonds: 


Most of your clients have pur- 
chased War Bonds or Treasury 
Notes. However, often in the case 
of the smaller partnership or corpo- 
ration, these investments are in the 
name of one of the partners or own- 
ers rather than in the name of the 
firm. Bond investments should be 
inspected at least once a year. The 
client should be advised (except, of 
course, in the case of bearer bonds) 
that all securities should be regis- 
tered in the name of the firm. If they 
appear in the name of an individual, 
the balance sheet should be foot- 
noted to this effect. If the securities 
are bearer bonds, a, careful record 
should be kept of the serial numbers 
and the actual securities should be 
compared with this record at peri- 
odic intervals, in order to ascertain 
that they remain in the custody of 
your client and are not used for col- 
lateral or other purposes of the part- 
ners or owners. 


Partnership Income Taxes: 


While a partnership does not pay a 
Federal income tax, the individual 
partners are of course liable for the 
tax on their share of the partner- 
ship profits. In cases where you are 
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the accountant, both for the partner- 
ship and its partners, where the 
main source of the individuals’ in- 
come is from the partnership, and 
where the individuals will pay their 
taxes by means of withdrawals from 
the partnership funds, I believe the 
auditor should indicate, by a segre- 
gation of capital on the balance 
sheet, the amount which is required 
to pay the partners’ personal income 
taxes. 

In cases where the partners have 
numerous interests or where the 
partners have outside funds and 
their income tax is not paid by 
withdrawals from the partnership, a 
footnote to the effect that no consid- 
eration has been given to personal 
income taxes should suffice. 


Corporate Taxes: 

Despite the magnitude of corpo- 
rate income taxes, a few practition- 
ers still do not deem it necessary to 
accrue Federal income and excess 
profits tax on monthly or interim 
corporate financial statements. They 
feel that they cover this point by a 
notation “profit before Federal in- 
come tax”. Today taxes are large in 
relation to profits and capital, and 
are readily estimated. There does 
not seem to be any sound reason for 
omitting this accrual from the bal- 
ance sheet or profit and loss state- 
ment. In cases of profitable corpo- 
rations, the New York State fran- 
chise tax is usually assessed based 
on 6% of net income. Since this tax 
is now current under the provisions 
of the new State law, it should also 
be accrued on each financial state- 
ment, based on the current profit. 


Officers’ Salaries: 

Officers’ salaries, even in smaller 
or closely owned corporations, are a 
definite liability and are usually not 
susceptible of change without per- 
mission of the Salary Stabilization 
Unit. Therefore interim statements 
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should always include an accrual of 
the pro-rata share of the annual 
salary, even though it may not have 
been withdrawn. 


Personnel Deficiencies: 

In view of the less experienced 
personnel with which most of us are 
carrying on our practices these days 
and the excessive turnover of assist- 
ants, I offer the following thoughts: 


(a) Consideration should be given 
to preparing more detailed and 
explicit audit programs for the 
guidance of your assistants. 


(b) It may be necessary to extend 
the testing and sampling steps 
on some audits to include greater 
coverage of items, since the jun- 
iors may not be sufficiently com- 
petent to arrive at satisfactory 
conclusions based upon limited 
audit tests. 


CG 


Many of your engagements re- 
quire closer supervision by the 
senior or principal. It may be 
well to review all vour audits at 
this time to determine that 
proper supervision is being 
given each job based upon the 
caliber of the assistant doing 
the work. 

(d) Complete workpaper schedules 
and analyses are helpful in en- 
abling new men to become fa- 
miliar with an engagement and 


result in saving time in prepar- ’ 


ing reports and tax returns. 
Adequate workpapers are also 
an aid to the principal in re- 
viewing his assistants’ work and 
tend to insure more careful 
compliance with the outlined 
audit procedures by the assist- 
ant. 


Internal Control: 


Most of your clients are also 
plagued by employee turnover and 
lack of adequate help. It therefore 
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behooves you to again review each 
client’s internal control to ascertain 
that the planned procedures and ac- 
counting system are being adhered 
to and that no loopholes have been 
created by personnel shortages. 


Any deficiencies thus disclosed 
should be the subject of a letter to 
your client. The auditor may not be 
able to convince the client to change 
methods, but it is important that he 
be on record as to any system faults, 
in order to avoid criticism in case of 
defalcations or errors. 
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Conclusion: 


In order to remain within the time 
allotted, I have not attempted to dis 
cuss numerous procedures especially 
applicable to the smaller audit. 
However, may I recommend to 
those interested, two séries of arti- 
cles by the Society’s Committee on 
Monthly Audits, published in the 
New York Certified Public Account- 
ant, in April 1938 and November 
1941, dealing with reports, work- 
papers, staff assignments and audit 
procedure. 
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Auditing Procedures Arising from 
Governmental Regulations 


By Ropert I. Everson, C.P.A. 


HE exigencies of war have 

made it necessary for the Fed- 
eral government to exercise an in- 
creasing degree of control over the 
business life of the nation. 

This control may be exemplified 
by the laws and regulations applica- 
ble to wage and salary stabilization, 
control of consumer credit, limita- 
tion of inventory, rationing of 
goods, and price regulation and 
priorities. 

The burden of coping with this 
mass of regulations and orders has 
fallen more heavily upon the shoul- 
der of smaller business than upon 
the larger organization, because 
small business has neither the requi- 
site system of internal control, nor 
the staff of technically trained em- 
ployees to understand governmental 
requirements. In its need, small 
business has turned to its auditor, 
because of his frequency of contact 
and intimate knowledge of its affairs. 

As you know, failure by the 
client to comply with these govern- 
mental requirements may result in 
civil or criminal penalties, including 
suspension of operations, fine or im- 
prisonment, revocation of license to 
do business, and disallowance of the 
entire amount of salaries and wages 
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containing an unauthorized adjust- 
ment, as a cost under a government 
contract, and as a deduction in com- 
puting taxable income. The effect 
of these contingencies upon the fi- 
nancial statement, in the event of 
non-compliance may be material, 
and no auditor should certify to his 
client’s statement without determin- 
ing if any material violations are 
present. 

It is outside the auditor’s duty in 
his monthly examination to deter- 
mine if there has been compliance 
with every small detail of the end- 
less stream of regulations. But 
there are certain procedures that 
may bea part of his program, that 
will enable him to determine the 
broad general pattern of compliance. 

I wish to emphasize that I am not 
suggesting either that the proce- 
dures discussed herein are manda- 
tory, or that they should be per- 
formed in all audit engagements. 
There are many engagements in 
which it is clearly understood that 
the auditor will not accept respon- 
sibility for general compliance with 
governmental regulations—in other 
engagements an outside specialist 
may be retained to determine the 
measure of compliance with specific 
regulations. 

The procedures to be discussed 
are not intended to be all-inclusive 
but suggest rather a pattern to be 
followed to determine the extent of 
compliance. 


Price Regulation and Priorities 


Under the heading of price regu- 
lation and priorities, the auditor 
faces new problems. 
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The W.P.B. has recently issued 
Textile Order M-388, which is de- 
signed to channel a large portion 
of the supply of cotton, rayon, and 
wool fabrics “into the most essential 
items of wearing apparel at prices 
that normally meet the greatest de- 
mand”: 

The Office of Price Administra- 
tion has announced a new program 
controlling manufacturers price lev- 
els for these items. Under this pro- 
gram, manufacturers will be given 
priority ratings to obtain fabrics to 
manufacture essential garments at 
or below the so-called “price cut 
offs” specified. 

The order has not been out long 
enough to judge its effect and 
amendments were issued as of to- 
day. However, the auditor’s proce- 
dures might include some or all of 
the following steps: 

(1) The preparation of Form 
WPB 4200, which must be filed by 
manufacturers. Manufacturers who 
file this form will receive a serial 
number which will permit them to 
receive deliveries, using their as- 
signed preference rating. 

a. This serial number must be 
placed on all rated purchase orders 
and provision must be made in the 
records for this. 

(2) Order M-388 requires a 
manufacturer to keep accurate rec- 
ords of the yardage he is authorized 
to order, the yardage ordered, re- 
ceived, entered into production, and 
the quantities of each listed item en- 
tered into production. The auditor 
will probably be called upon to sug- 
gest methods of assembling and re- 
cording this data, to devise the nec- 
essary forms for recording, and to 
determine that the system of inter- 
nal control will insure compliance. 

(3) <A petiodic review of the po- 
sition of the manufacturer should be 
undertaken, to determine that he 
has not exceeded his rated yardage 
quota. The auditor may periodical- 


1945 


ly test check the accuracy of the 
client’s summary of position. 

(4) The auditor may be called 
upon to prepare and present re- 
quests for relief and clarification be- 
fore the W.P.B. 


Maximum Price Regulation 580 


Maximum Price Regulation 580, 
recently issued, has also added to 
the auditor’s manifold problems. 
The regulation uses the pricing 
chart method to fix ceilings on retail 
sales of nearly all apparel, certain 
accessories, household textile items, 
furniture, bedding, floor coverings, 
and lamps. 

By April 20, 1945, the client must 
file two copies of his pricing chart 
with the Office of Price Administra- 
tion, using as his base the goods of- 
fered for sale on 3-19-45. The chart 
will reflect, among other items, the 
average percentage mark up, for the 
categories listed. 

The auditor’s procedures may in- 
clude: 

(1) The actual preparation or 
supervision of the preparation of 
the base date pricing chart. 

(2) Investigation of the records 
and system of internal control from 
the viewpoint of compliance with 
the regulation. 

a. Purchase invoices received 
after April 20, 1945 must be pre- 
served. 

b. Provision must be made in 
the records for the “retailing” of 
invoices—i.e. marking of the first 
selling price for each article on the 
invoice covering the purchase of the 
article. 

c. All base date records must be 
carefully preserved. 

(3) Any “cross-stream” and “up- 
stream” sales should be investigated 
by the auditor, to determine that 
MPR 580 ceilings have been ad- 
hered to. 

(4) The auditor should also take © 
cognizance of the provision affect- 
ing prices for more than one store, 
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transfers of business and resale of 
branded articles by manufacturers. 

(5) Tests should also be made 
of individual transactions to deter- 
mine that ceilings have not been ex- 
ceeded. 

Regulation “W”—Consumer Credit 

The Federal Reserve Board’s 
Regulation “W” has restricted the 
granting of consumer credit—this 
too, has added to the auditor’s prob- 
lems. The client’s records have had 
to be so set up that they would read- 
ily furnish the information needed 
as to amounts of credit, maturities, 
amounts and intervals of payment 
for each installment sale. The ex- 
tension of installment sale credit 
has had to be evidenced by a writ- 
ten record, containing all essential 
details of the transaction. A copy 
of this must be given to the obligor. 

The auditor’s judgment should 
be the basis for determining the ex- 
tent of checking to determine com- 
pliance. However, tests should be 
made of individual transactions to 
determine: 

(1) That the deferred balance 
does not exceed the maximum credit 
value of the listed article. 

(2) That the maturity does not 
exceed that listed in the regulation. 

(3) That the amount and inter- 
vals of payment are in accordance 
with rules laid down in the Regula- 
tion. 


Wage and Salary Stabilization 


The problems arising from wage 
and salary stabilization are all too 
familiar to us. Yet, certain points 
cannot be over-emphasized. 

The auditor should determine if 
formalization of payroll policy has 
been adhered to. This means that 
payroll policy and schedules should 
be reduced to writing. 

a. Employees should be classi- 
fied into job groups. 

b. Description of each job should 
be listed. 
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c. Minimum and maximum paid 
for each job should also be recorded. 

The auditor should determine if 
the client’s records have been so 
set up that increases and decreases 
in pay are subject to careful review, 
both as to the reasons for the 
changes, and the consideration of 
their effect in the light of the sta- 
bilization program. 

The client’s records should pro- 
vide for definite control over the ad- 
dition of new employees, and the 
rates of pay given them. 

In an audit of the payroll records, 
tests should be made as to the pro- 
priety of increases and decreases. 

If rate range applications have 
been filed and approved by the 
“‘W.L.B., the auditor should test the 
adherence to these ranges. 

Tests should be made to deter- 
mine that the provisions of General 
Order 31 have been observed for re- 
classifications, promotions, or ad- 
justments for individual merit or 
length of service increases within 
the ranges established. 


Point Rationing 


Another auditing problem rest- 
ing on the shoulders of the already 
over-burdened auditor, has _ been 
placed there by the wartime system 
of rationing using points. 

If the auditor will keep one im- 
portant fact in mind, his problem is 
simplified—i.e., points are similar 
to cash. 

The system and records in use 
should be substantially as follows: 

(1) Checks are drawn by the re- 
tailer to the wholesalet’s order, for 
points. These checks are recorded 
in a point receipt book (similar to 
cash receipts in basic function). 

(2) Checks are drawn by the 
wholesaler to pay his bills—re- 
corded in a point payment book 
(similar to cash payments). 

(3) Check stubs are reconciled 
each quarter (similar to bank recon- 
ciliation). 
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The auditor should consider the 
following steps in his program: 

(1) Once or twice a year test 
check client’s quarterly reconcilia- 
tion of points. 

(2) Pay particular attention to 
the endorsements on the back of ra- 
tion checks issued. Only legitimate 
suppliers should endorse them. If 
not, it may indicate that ration 
points are being paid out for dubious 
purposes. 

(3) The auditor should see if 
customers’ ledger accounts are kept 
with points as well as with the dol- 
lar amounts of charges, and credits 
for cash received and return sales. 
Regular monthly point balances 
should be taken off when the ac- 
counts receivable are balanced. The 
balance of points due should also 
be reflected on the periodic state- 
ments sent to debtors. 

(4) When auditing claims for 
shortages, spoilage, etc. the auditor 
should note that claims for points 
lost are also made. 

(5) When vouching purchase 
invoices, tests may be made to see 
if point values have been properly 
recorded in the purchase book. 

(6) Sales charges, while they are 
being examined, should be tested 
for evidence of proper charges of 
points to the customer. 

(7) The auditor should deter- 
mine if point losses as a result of 
spoilage, robbery, short delivery are 
being claimed monthly by the 
wholesaler on Form R1301. 

(8) The client should be filing 
Form R1301 monthly with the O.P.A. 
This form must give a complete rec- 
ord of points on hand, represented by 
merchandise and bank balances. 


Limitation of Inventory 


W.P.B. Order L219, which limits 
inventories of controlled merchants, 
is of vital importance to every busi- 
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ness man affected thereby. By 
utilizing past experience, a forecast 
or projection is made of the volume 
of business to be done in the suc- 
ceeding quarter. From this a deter- 
mination is made of the amount of 
merchandise the merchant will be 
permitted to receive, to do this ex- 
pected volume. 

The importance of proper compli- 
ance is obvious, since the client 
must be in a position to acquire suf- 
ficient stocks, and to plan his buy- 
ing program. 


(1) The auditor should deter- 
mine that the client’s operation 
under the order is such that a con- 
ference of all buyers is held at the 
beginning of each quarter, as soon 
as WPB Form 1621 has been com- 
pleted, so that the allowable receipt 
of merchandise for the quarter is 
planned and analyzed. 


(2) The client cannot receive 
more than % of his allowable re- 
ceipts of merchandise for the quar- 
ter, in the first month of that quar- 
ter. He cannot receive more than 
*% of his allowable receipts during 
the first two months of that quar- 
ter. When auditing purchases dur- 
ing the first two months, the auditor 
should determine if this limitation 
has been adhered to. 


(3) The auditor should be on the 
alert for attempts to defeat the 
order. This has been attempted by 
receiving merchandise but holding 
out the invoices until the following 
month or quarter. Sales of these 
goods are also made, but the record- 
ing of the sale is also held out until 
the following month or quarter. 
Examination of invoices and sales 
charges in the period subsequent to 
the one under review should give 
evidence of this practice. Receiv- 
ing records should also be examined 
in this connection. 

(4) The auditor should be alert 
in considering grounds for addi- 


211 








The New York Certified Public Accountant 


tional grants of merchandise over 
and above the allowable receipts. 
The W.P.B. has been very co-opera- 
tive where a legitimate basis for 
amelioration of the order exists. In 
hardship cases the auditor may sug- 
gest a conference with the W.P.B. 

(5) Penalties for violation are 
severe and may result in closing the 
client’s receiving room for a period 
of time—thus ruining a profitable 
season. The client should be im- 
pressed with this, and with the need 
for proper compliance. 


Conclusion 

The daily problems, that are pre- 
sented to us for solution, arising out 
of these governmental regulations 
are manifold and complex. 

We sometimes feel that the de- 
mands made upon us by our clients 
are more than we can bear; but bear 
them we must, achieving some 
measure of satisfaction in the 
knowledge that it is our job and our 
own contribution to the winning of 
the great struggle in which we are 
all engaged. 
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Cooperation With Clients and Credit 
Grantors in Wartime and 


Post-War Periods 


3y Max Biock, C.P.A. 


I 
: ig accountant’s sphere of ac- 


tivity has expanded steadily 
in recent years and it has presently 
reached an all time high. This ex- 
pansion has — due mainly to the 
demands of smaller business man- 
agements for assistance in the solu- 
tion of increasingly complex op- 
erational, economic, and fianancial 
problems. 
and experience, and his close contact 
with various types of business, by 
means of monthly audits and re- 
ports, the certified public accountant 





has logically “it a major fac- 
tor in smaller ares management. 
Bankers and other credit grantors 


recognize this situation, and have to 
an extent coordinated their own ac- 
tivities accordingy, to the benefit of 
all involved. 

In the post-war period there should 


be no slackening in the demands on 
accountants for such services. Many 


of the wartime problems will sur- 


vive beyond the close of the war, and 
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the reconversion and subsequent 
post-war periods will bring a host of 
new situations. Our ability to help 
guide clients in those difficult times 
will depend on our preparedness for 
the new conditions. ‘This clearly re- 
quires a sound knowledge of the ma- 
jor economic dev elopments that are 
now brewing, beyond that which is 
ordinarily obtainable from the busi- 
ness sections of newspapers or from 
condensed business letters. 

Consider, for example, the impli- 
cations in the much discussed idea 
of full employment. This, in my 
opinion, is the major economic post- 
war problem, and it will affect all 
business vitally. A proper apprec cia- 
tion of the purposes of this plan, and 
its practical development, cannot 
be obtained otherwise than by some 
reasonably intensive reading of au- 
thoritative literature on the subject, 
time limitations not withstanding. 

It is also important that we keep 
well posted on the enlarged and 
more liberal financing sources that 
are being made available by private 
and governmental agencies to small- 
er businesses. For exampe, the or- 
ganization of commercial bank pools 
for the granting of working capital 
loans is an outstanding development. 
Government agencies are preparing 
to support private banks in this 
work by guarantees and discounting 
facilities, and may extend their par- 
ticipation directly, where private fi- 
nancing is not available. 

Further, we should be familiar with 
the services that are being rendered 
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by other organizations. Where the 
exigencies of time, or the technical- 
ity of a situation makes their em- 
ployment desirable we should rec- 
ommend them and work with them 
directly. 

‘Collaboration may be desirable 
with groups operating in fields such 
as industrial engineering, renegotia- 
tion and contract termination, pen- 
sion plans, wage incentive plans, 
various types of insurance, and labor 
relations. We should be careful to 
recognize the important role of the 
company’s attorney in the consid- 
eration of business problems because 
the legal aspects may often be the 
final factor in reaching decisions. 

It is apparent to many economists 
that the very existence of our sys- 
tem of free enterprise is dependent 
on a substantial foundation of smaller 
businesses. This should be sufficient 
incentive, apart from personal con- 
siderations, for our concern with the 
economic problems of such enter- 
prises. Mr. J. A. Phillips, a promin- 
ent member of our profession, ad- 
dressing a group of accountants 
several months ago, made this sig- 
nificant remark: “If small business 
is to survive and maintain its place 
in our national economy, it must be 
provided business advice. The pub- 
lic accountant will have an impor- 
tant part in such planning.” The 
full text of this address appears in 
the September 1944 issue of the 
Journal of Accountancy. 

In an article entitled “Building a 
Profession” by John L. Carey, for 
many years Secretary of the Ameri- 
can Institute of Accountants, there 
appears this interesting statement— 
“While the professional practice of 
accounting today presents many dif- 
ficult and absorbing problems, it is 
even more stimulating to speculate 
on the relation of accounting as a 
function of the economy in relation 
to the community as a whole. Some 
of the most thoughtful members of 
the profession assure us that we are 
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entering the age of accounting; that 
accounting has ceased to be merely 
a mechanical instrument for the as- 
sistance of business management, and 
has become a social force of consid- 
erable intensity.” 

The major eeonomic problems 
about which accountants should be 
reasonably well informed, in my 
opinion, are the following: 

1. The program for full employ- 
ment, and its short range and long 
range effects on costs, sales volume, 
and general business conditions. 

2. Improvement in the general 
standard of living, particularly of 
the low wage groups, and the result- 
ant stimulation of sales and increase 
in costs. 

3. The continuation of wartime 
controls on wages, prices and the 
distribution of goods into the post- 
war period, and the effect thereof 
on reconversion and expansion plans. 

4. The effect of the liquidation of 
large numbers of very modern war 
plants on companies having less 
modern plants. Likewise, the pros- 
pective sale of surplus war goods 
and its influence on production quotas 
and sales competition. 

5. The influence on business of 
tax laws designed to control eco- 
nomic conditions, for example, the 
control of stock market specula- 
tion by adjusting the capital gains’ 
tax provisions; and to improve so- 
cial conditions, as in the case of the 
old age pensions tax. Proposed 
legislation may encourage risk tak- 
ing by liberalizing depreciation de- 
ductions and by other measures. 

6. Continuation of low interest 
rates, and easy financing for small 
businesses, and the varying effects 
this will have on business activity 
and competition. 

7. Increased foreign trade, both 
as to imports and exports, and its 
repercussions on domestic business 
and labor. 

8. The speed of technological de- 
velopment and its effect on estab- 
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lished industries and on companies 
within an industry. Diversification 
of products and services, which has 
been resorted to as a_ protective 
measure, may intensify competitive 
conditions; create more managerial 
problems, and increase risks. Some 
companies, however, may realize 
substantial benefits. 

9. The demands of organized labor 
for wage increases and adjustments 
of working conditions—how will this 
affect business? Strikes in them- 
selves may be ruinous. Increased 
wages will result in increased costs 
which some products may not be able 
to bear. On the other hand, higher 
wages should increase spending and 
thereby stimulate business. The 
idea of an “annual wage” for work- 
ers, if it becomes a reality on a large 
scale, may alter traditional business 
methods. 

There are a few other points that 
I would like to make briefly on im- 
portant aspects of cooperation with 
clients. These are by no means new 
but their present importance war- 
rants at least a brief reference. 

With respect to the subject of 
compliance with government regu- 
lations, accountants should ascer- 
tain that their clients are aware of 
the regulatory rules to which they 
are subject, and of the serious pen- 
alties for violation. This may sound 
like an old matter but new regula- 
tions are still forthcoming. We 
should urge that compliance be made 
the responsibility of the most com- 
petent personnel available and that 
adequate records and controls be 
maintained. The subject of com- 
pliance is of great concern to credit 
grantors whose interests may be 
jeopardized if large penalties are as- 
sessed against customers. 

In regard to the matter of avail- 
ability of funds for taxes and other 
needs the following should be borne 
in mind: 

Numerous small companies have 
expanded abnormally to take care 
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of war business. Profits have been 
large and cash balances have also 
expanded. Corporations are not on 
a pay as you go tax basis and con- 
sequently many of them are using as 
working capital substantial funds 
which ultimately must be paid out 
on tax liabilities. 

This condition deserves close at- 
tention from accountants because it 
constitutes a temptation to manage- 
ment to make investments in fixed 
forms such as the purchase of new 
equipment, or the purchase of new 
enterprises. At this time, more than 
ever, unexpected contingencies may 
arise and a lack of adequate cash 
resources could easily prove embar- 
rassing. 

The use of a reserve for contin- 
gencies is not common on balance 
sheets of small companies. This 
may nevertheless be a very useful 
means of making provision, without 
specification of purpose, for con- 
tingencies which are questionable as 
to realization and indeterminable as 
to amount. Where the capital of a 
company is not very large, the use 
of a reserve will act as a shock ab- 
sorber in the event of an unantici- 
pated large loss or expense. Such 
a reserve may also be useful in the 
consideration of whether there has 
been an unreasonable accumulation 
of surplus by corporations. 

One of the greatest immediate 
services that we can render to our 
clients at this time is to urge sound 
planning for reconversion and the 
later post-war periods. Business 
now is very much inflated and dis- 
torted. The transition to normalcy, 
and our concept of normalcy must 
not be based solely on past stand- 
ards, will present numerous com- 
plex problems to many businesses. 
For some the road may be relatively 
easy, for others it may be extremely 
difficult. We should make every ef- 
fort to have this important matter 
receive the earliest practical atten- 


tion. 
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The inflated overheads must be 
watched carefully to avoid large 
losses as war business diminishes. 
Pre-war markets, if lost, must be 
built up again. The efficiency of 
present equipment and methods, in 
the light of advancements made in 
the war period, should be gauged. 
A survey of the personnel organiza- 
tion might be desirable, to establish 
the ranks that must be filled to build 
up an efficient, self-sustaining force 
of employees. Where possible labor 
and material costs should be sur- 
veyed to determine peacetime price 
levels and their competitive status. 
Numerous other factors could be enu- 
merated which may be very signifi- 
cant in individual instances. 

It may be helpful in planning to 
make comparisons of present bal- 
ance sheets and income statements 
with those for pre-war years such as 
1938 and 1939. 

The last point that I wish to make 
in dealing with client relations per- 
tains to cost systems. Many busi- 
nessmen have had their first experi- 
ence with cost systems in this war 
period. Undoubtedly a good num- 
ber realize how valuable such a sys- 
tem can be to management. Every 
effort should be made to continue 
their use in the post-war period and, 
where possible, to extend their appli- 


cation. 
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Bankers, commercial credit men, 
and accountants, have conferred about 
their mutual problems on many oc- 
casions in the past. Each group has 
established a committee for the sole 
purpose of promoting better under- 
standing of each other’s position and 
needs. However, there is still some 
unfinished business, and we must 
continue our efforts to reach the full- 
est possible accord. 

The requirements of credit grant- 
ors, unfortunately, vary according to 
the size and nature of their businesses, 
the hazards of the trade, and the per- 
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sonalities involved. Those who take 
relatively larger risks justifiably re- 
quire more detailed information, and 
must have it at more frequent inter- 
vals than others in more stable busi- 
nesses. It is our ability to distinguish 
these varying requirements, in re- 
spect to each individual client, which 
makes for the most effective coop- 
eration. 

Certain requirements are basic, and 
are applicable to all fields. In this 
respect it should be possible to make 
the greatest advances and to achieve 
what credit men greatly desire, a 
well defined, uniform, minimum stand- 
ard in financial statements and in 
verification procedures. 

At this particular time credit risks 
are not a very serious problem, gen- 
erally. But credit men are aware 
of, and concerned about, the condi- 
tions that will prevail in the recon- 
version and later post-war periods. 
To the extent that there are doubts 
and a lack of confidence in the ability 
of businesses to move through these 
difficult times with safety, the ex- 
tension of credit, and this means the 
momentum of business, will be slowed 
down. 

The confidence of credit grantors 
can be buoyed by the knowledge that 
accountants, because of their under- 
standing of the economic problems 
if the times, and of the trend of fu- 
ture development, will be in a posi- 
tion to play a part in the earliest 
restoration of normalcy. 

\t this time credit men are also 
interested vitally in what I am call- 
ing, for convenience, contingencies, 
and their disclosure in our reports 
Perhaps at no other time in account- 
ing history could one compile a 
longer list of major contingencies 
that are of legitimate concern to 
credit grantors. Even the non-ex- 
istence of certain of these contin- 
gencies is important information, for 
example, the fact that a company is 
not subject to renegotiation. 
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As to the form of the disclosures 
there perhaps can be no complete 
uniformity. They may be included 
in the body of the financial state- 
ments, or as statement footnotes, or 
in the report letter, whichever is 
most fitting. 

Where a definite liability exists, 
or a reserve is clearly necessary, it 
must be included in the statement 
and not in a footnote. If a balance 
sheet item requires an important dis- 
closure it would be better made as 
a footnote to that statement, than 
in the report letter. 

Contingencies need be disclosed, 
generally, only if they are material. 
However, it is not always possible 
to judge the size of a situation at the 
statement date, moreover, seemingly 
serious contingencies often become 
insignificant. The accountant can be 
confronted with very difficult prob- 
lems in this respect, particularly in 
the case of potential penalties for the 
violation of government regulations. 
It is reasonably possible that the 
disclosure of a large potential lia- 
bility for the violation of government 
regulations may adversely affect a 
company’s credit, yet in due course 
such liability might never be imposed 
or it might be settled for a fraction 
of the potential amount. There can 
be no fixed rule in such cases, the 
matter is one to be settled as it arises 
in the light of all of the prevailing 
circumstances. 


The following are the most com- 
mon contingencies, in my opinion, 
which may require discosure. Since 
they are quite common, they are re- 
ferred to briefly. 

1. The year of the last federal in- 
come and excess profits tax returns 
examined should be disclosed, or the 
converse, namely those not yet ex- 
amined. If substantial additional 
taxes may become due upon exami- 
nation of the open returns, it would 
be well to provide for them either 
directly in a reserve or by footnote. 
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Consideration should also be given 
to the possibility of assessments aris- 
ing from the application of recently 
enacted Section 129 of the Internal 
Revenue Code entitled “Acquisitions 
Made to Avoid Income or Excess 
Profits Taxes”, whose terms are re- 
troactive to October 8, 1940. This 
section provides briefly that certain 
business transactions having no pur- 
pose other than tax savings will not 
be recognized. Thus transactions 
such as the organization of a subsidi- 
ary, a merger, even the purchase of 
property, completed as far back as 
October 8, 1940 may now be re- 
opened and scrutinized as to busi- 
ness purpose. 

In the 1944 corporation income 
tax return, question 14 on page 3 
has been added for the express pur- 
pose of bringing to light transac- 
tions which are to be reviewed for 
the applicability of Section 129. 

The status of family partnerships 
is another important situation which 
may bring about large tax assess- 
ments, in the event they cannot meet 
the tests set down in recent decisions 

2. Possible penalties, specific or in 
the form of income tax disallowances 
for known violations of business reg- 
ulation laws may require disclosure. 

3. Provision may be necessary 
for loss in value of wartime inven- 
tories, contract termination losses, 
and the obsolescence of equipment 
purchased for use on war contracts. 

4. The fact that a company is sub- 
ject to renegotiation should be noted. 
Potential refunds, if determinable, 
should be provided for by reserve or 
otherwise disclosed as warranted. 


5. The amount of merchandise 
commitments at the statement date 
is a matter in which certain credit 
grantors have a special interest. Cer- 
tainly where the commitments are in 
excess of normal requirements or 
where a material decline in market 
value has taken place, disclosure is 


necessary. 
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6. Material withdrawals of capital 
by partners and proprietors, if an- 
ticipated, should be noted. Such 
situations frequently develop in con- 
nection with personal income tax 
payments by the individuals. 

7. Where the last in—first out in- 
ventory valuation method is used, it 
is important that the value of the 
inventory based on the normal pric- 
ing method be disclosed. It is obvi- 
ous that there can be large differ- 
ences between the two valuations. 
Consideration should be given to the 
eventual reckoning with the Treas- 
ury Department on the unrealized 
profits which may become realized 
by substantial reductions in the in- 
ventory or by operation of law. A 
contingency provision could be help- 
ful to absorb prospective large con- 
tingencies of this nature. 

8. If it is apparent that worn equip- 
ment must be replaced when new 
equipment is available, or other sub- 
stantial capital expenditures or de- 
ferred maintenance costs incurred, a 
reserve to cover the potential out- 
lay is desirable. Where actual com- 
mitments have been made, that ob- 
viously requires disclosure. 

9. It should be found desirable in 
many instances to create specific war- 
time reserves, out of income or sur- 
plus, as proper, to provide for recon- 
version and other expenditures which 
will be required in the transition 
period. An interesting review of 
wartime reserves appears in a bulle- 
tin of the American Institute of Ac- 
countants on that subject. 

I would like to deal next with cer- 
tain matters that have a special in- 
terest to many credit men in this 
area. Herein is located perhaps the 
largest concentration of small busi- 
nesses in the world. It also happens 
that a good number of these com- 
panies, because of the nature of their 
business, require abnormally large 
credit extensions, with correspond- 
ing risks. 


The New York Credit Men’s As- 
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sociation issued a pamphlet sev- 
eral years ago entitled “Financial 
Statements — Minimum Requirements 
for Credit Purposes”. It was pro- 
vocative of a good deal of discussion 
between credit men and accountants, 
and there is still some disagreement 
as to the need for a recitation of the 
audit scope in the accountant’s re- 
port. 

The conditions which are respon- 
sible for the position taken by this 
organization can largely be elimi- 
nated by a greater uniformity in the 
application of certain minimum stand- 
ards. In the main, they desire that 
an annual report, or any certified re- 
port, that may be used, directly or 
indirectly, for credit purposes, be 
a fully verified report. Certain as- 
pects are emphasized, namely, the 
independent confirmation of accounts 
receivable and payable, and the check 
ing, or testing if practical, of inven- 
tory quantities and values. 

These procedures have been made 
mandatory by the American Institute 
of Accountants and the New York 
State Society of Certified Public Ac- 
countants in “Extensions of Audit- 
ing Procedure’, where short form 
certificates are used. The omission, or 
limitation of these procedures, in fact, 
requires disclosure and a statement of 
the reasons. This policy can and 
should be adopted for the reports of 
smaller businesses. 

It is recognized that some busi- 
nessmen may not see the need for, 
or agree to pay the costs of certain 
of these auditing procedures. This 
is the condition which has probably 
led to numerous qualifications of re- 
ports. However, accountants and 
credit grantors, by joint educational 
activities, should be able to reduce 
such cases to an insignificant mini- 
mum. 

The policy of making the fullest 
possible disclosures in reports is em- 
phasized elsewhere in this paper. 
Accountants realize fully well the 
value in reports of comparative data, 
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and the expression of important op- 
erational and financial relationships 
by means of percentages, ratios and 
statistical data. It would be helpful 
if more data were furnished as to the 
content of inventories and the pric- 
ing policies. An analysis of accounts 
receivable, by age, should be stand- 
ard equipment. The extent and ade- 
quacy of insurance coverage may be 
important in many cases and some 
reference thereto should be very 
helpful. 

Another requirement of the same 
group of credit men is that account- 
ants be willing to discuss with them, 
freely, any and all of a client’s finan- 
cial affairs. Because of our confiden- 
tial relation to clients, the dissemi- 
nation of confidential information can 
be made only as authorized. It may 
be very practical, nevertheless, and 
in the best interests of many com- 
panies that the accountants have such 
broad authority. If clients were given 
to understand the convenience of 
this arrangement, and its benefits, 
the extension of unlimited authority 
should not be difficult to obtain. 


To conclude this brief resume of 
our position towards credit grantors, 
the following two points may be 
appropriate. 

First, the prime responsibility for 
checking credits rests with credit 
men. In difficult periods there may 
be great temptations to call on ac- 
countants for what may, in some 
cases, be close to prophecy of future 
events. This obviously is not the 
accountant’s role. However, extra- 
ordinary efforts should be made by 
accountants in the difficult transition 
days ahead, to extend to credit men 
the fullest possible cooperation. 

Second, though accountants are 
generally well informed, by training 
and experience, as to the funda- 
mentals of credit, a more intimate 
knowledge of the techniques and 
standards utilized by credit men could 
be very helpful. This can readily be 
accomplished by occasional reading 
of credit literature and by reasonably 
frequent personal talks with credit 
men. 
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Distribution of Profits 
By GeorceE O. May, C.P.A. 


I. Nature of Accounts 

(1) Accounting is not an exact 
science and financial statements are 
not statements of fact. 


(2) Accounts are conventional ; 
just as much so as law. Some con- 
ventions are so well-established that 
they may be called “principles” in 
the narrow sense of that word. 
Others are neither so well-estab- 
lished nor so general in application. 

(3) Accounting conventions are 
changing, , particularly under the 
influence of regulatory commis- 
sions. Those commissions are 
largely actuated by social or po- 
litical considerations. Their influ- 
ence extends to the accounting of 
corporations not directly subject to 
them. 


(4) The American Institute of 


Accountants, through committees 
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in which accountants concerned 
with small businesses as well as 
large are represented, aims to insure 
that accounting principles will take 
account of the needs of all forms of 
business enterprises. 

(5) Illustrations of the new 
trends in accounting are to be 
found in the last two bulletins is- 
sued by the Institute, dealing with 
income taxes and intangibles. The 
same subjects are under considera- 
tion by various regulatory commis- 
sions. 

(6) Broadly speaking, in dealing 
with business operations, account- 
ing is based on cost up to the point 
where goods or services are ex- 
changed for cash or the equivalent. 
Only beyond that point; i.e., in deal- 
ing with accounts receivable, etc., is 
accounting based primarily on 
value. 


(7) In general, income to the 
accountant is realized gain, though 
the question what constitutes real- 
ization presents problems. The 
only exceptions are in the treatment 
of interest and rent, which are com- 
monly taken up as they accrue. It 
may well be that these exceptions 
should be eliminated. 


II. Distribution of Profits 

(1) This discussion will relate 
to profits of the corporation; it will 
not deal with distributions of what 
may be called “economic profits” 
when such distributions are ex- 
penses to the corporation. Illustra- 
tions are: wage dividends, manage- 
ment bonuses, interest and income 
taxes. 


The above is a synopsis of a lecture presented by George O. May on March 1, 
1945 for the course on Current Problems in Accounting for Lawyers, given by the 
Practising Law Institute in cooperation with the American Institute of Accountants 
and the New York State Society of Certified Public Accountants. 
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(2) In deciding whether profit 
should be distributed, it may be nec- 
essary or desirable to consider 

(a) the general corporate law; 

(b) the corporate contract or 
charter ; 

(c) ethical considerations; 

(d) prudent considerations; 

(e) in the case of closed corpora- 
tions, needs of stockholders; 

(f) in the case of some corpora- 
tions, eligibility of securities as 
trust investments ; 

(g) tax considerations. 


In only some of these can the ac- 
countant have a special point of 
view to suggest to the lawyer. 


III. Law 


(1) The proposed uniform cor- 
poration law and the New York law 
may be usefully compared. Para- 
graph 41 (e) of the uniform law 
contains a provision protecting di- 
rectors who rely on accounts. For 
the reasons above indicated, such a 
provision may or may not be effec- 
tive where the question is the rela- 
tion between the value of assets and 
the stated capital. A director can- 
not rely on a balance sheet as a 
guide to value in so far as it is ex- 
pressly stated not to be an attempt 
to reflect values. 


(2) The uniform law makes nu- 
merous references to capital sur- 
plus, the definition of which has not 
yet been inserted in the draft. <Ac- 
countants propose to banish the ex- 
pression “capital surplus’ from 
accounting terminology. In describ- 
ing amounts paid in over and above 
legal capital the word “capital” 
should be the substantive, not the 
adjective; e.g., “excess capital.” 

(3) Under the uniform law a di- 
rector may run a risk in declaring a 
dividend on the common stock if 
the value of the assets has declined. 
Under the New York law he can be 
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effectively protected by fixing the 
legal capital at a sufficiently low 
figure. This, however, may leave 
the stockholder (particularly the 
preferred stockholder) inadequately 
protected. 


(4) It is impossible to meet all 
varied situations at all effectively 
in a general law. The hopeful pros- 
pect would seem to be in the devel- 
opment of carefully drawn charters. 
This could be stimulated by encour- 
agement from the Bar and such 
bodies as the New York Stock Ex- 
change. 


(5) It would be possible to draw 
a charter in which the directors 
would be protected against liability 
arising from fluctuations in value by 
fixing the stated capital at a low 
figure, and the stockholders could 
be protected by a provision in the 
charter that no dividends should be 
paid (except possibly pursuant to a 
vote of the stockholders) except out 
of profits ascertained in accordance 
with accepted accounting principles. 


6) This is substantially the Eng- 
lish practice (citing Buckley, “The 
Law and Practice under the Com- 
panies Acts,” 9th edition, page 658). 


IV. Ethics 

(1) Dividends are important for 
the implications to which they give 
rise. This is particularly important 
where stocks are widely distributed 
and traded in. In good business 
practice, dividends are generally de- 
clared on the basis of reasonably 
current profits; i.e., profits earned 
within two or three years of the date 
of declaration. Over a period of 
forty years the Eastman Kodak 
Company paid no dividends that 
were not justified by either the year 
of declaration or the preceding year. 
The United States Steel Corpora- 
tion, operating in a fluctuating in- 
dustry, has had to go back only 
twice as much as two years to find 
profits on which a dividend could 


221 








The New York Certified Public Accountant 


be based (see, however, Westing- 
house Air Brake, discussed later). 

(2) It would be a great advan- 
tage if the terms “dividend” or “cur- 
rent dividend” could be restricted 
to dividends paid from current prof- 
its, leaving the term “distribution” 
to be applied in other. cases. he 
objection to a dividend paid out of 
an old earned surplus created under 
entirely different conditions from 
those now existing is as great as 
that to a dividend paid out of so- 
called capital surplus. 


V. Prudence 


(1) It is seldom prudent to dis- 
tribute profits up to the hilt. Over 
a period of forty years both the 
Eastman Kodak Company and 
United States Steel Corporation 
(which publish historical tabula- 
tions) have paid out about 75 to 80 
per cent of their profits in dividends. 
Probably the practice in England is 
not far different. 

(2) The need for retaining some 
profits arises from the fact that ac- 
counting does not provide for con- 
tingencies which may arise but are 
quite immeasurable. 

(3) One of these hazards is that 
the business may become unprofit- 
able, in which case a corporation’s 
investment in intangible assets will 
become worthless. Regulatory bod- 
ies are seeking to bring about the 
adoption of the practice of amortiz- 
ing such intangibles. 

(4) If contingency reserves are 
established by charges made before 
income is measured, naturally the 
amount of net ‘income required to 
be held in surplus would be reduced. 

(5) The amortization of such 
assets as general good will is not 
desirable because (a) amortization 
implies a reasonably measurable 
life: (b) if an enterprise becomes 
unprofitable, there will be a loss of 
tangible assets not provided for by 
amortization (depreciation) which 
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may be far more important than the 
shrinkage of intangibles; (c) from 
the standpoint of the investor, the 
introduction into the measurement 
of the income stream of an amount 
representing a possible decline in 
the capital value of that stream, is 
not helpful (see later). 

(6) There are special cases in 
which a payment is made for earn- 
ing capacity that cannot be expected 
to continue for any long period. 
This is particularly true in time of 
war. It is as true of tangible assets 
as of intangibles. This is recognized 
in the special amortization provi- 
sions of the law. However, a rule 
appropriate in these comparatively 
infrequent cases should not be ex- 
tended to cover cases in which it 
has no reasonable application. 

(7) In considering what amount 
of profits should be retained it is 
necessary to ascertain how con- 
servative the accounting is; e.g., if 
inventories are taken on the LIFO 
basis, the figure of undivided profits 
in a period of rising prices may be 
much smaller than it would have 
been if the FIFO method had been 
employed. 

(8) At the present time, it is 
especially mecessary to consider 
how war reserves are treated. Some 
companies figure the earnings per 
share before making these provi- 
sions; some show a figure be- 
fore and after; some, like the U. S. 
Steel Corporation, show as net in- 
come only the figure that remains 
after the provisions have been set 
aside. 


VI. Stock Dividends 


(See Accounting Research Bulletin 
No. 11 and New York Stock Ex- 
change Circular of October 7, 
1943). 

(1) Accountants do not regard 
stock dividends as income to the re- 
cipient and feel very strongly that 
if periodic stock dividends are to be 
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declared the number of shares is- 
sued as a dividend, multiplied by 
the amount capitalized per share, 
should give a figure bearing a rea- 
sonable relation to the fair value of 
the capital stock distributed. The 
New York Stock Exchange shares 
this view, and both bodies regard 
compliance with the rule as a strong 
ethical obligation of managements. 
Only one regular stock dividend by 
an important company is currently 
being paid which does not conform 
to this rule. An analysis shows that 
over six years the cash distribu- 
tions plus the market value of the 
stock distributed at the time of dis- 
tribution is 137 per cent of the prof- 
its earned during the period. 


VII. Distributions from the Stand- 
point of the Distributee 


(1) The accounting for trans- 
fer income such as interest and divi- 
dends involves different considera- 
tions from those affecting primary 
income derived from manufacture 
or sale. 


(2) Where the time of realiza- 
tion is in the control of directors 
and not determined by the regular 
course of business, realization does 
not have the same significance as it 
does in relation to ordinary sales. 


(3) The antithesis to “profit” is 
“loss.” There is no similar anti- 
thesis to “dividend.” Railroad ac- 
counting has produced misleading 
results through treating dividends 
as income and ignoring undis- 
tributed profits and losses of the 
companies in which railroads have 
investments. 


(4) The tax law and other laws 
cannot take cognizance of the spe- 
cial facts relating to the ownership 
of securities by particular individ- 
uals. Every person, natural or 
legal, can, however, give due regard 
to the special circumstances of his 
ownership. To illustrate: if A sub- 
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scribed to stock at $100 a share and 
B bought stock at $200 a share 
when the company had_ undis- 
tributed profits of $100 a share, then 
if the company paid out the $100 of 
profits in dividends the amount 
would clearly not be in any real 
sense income to B, though it would 


be to A. 


(5) The real source of income to 
an investor is the earning of a profit 
by the company in which he has an 
investment. This is true, although 
he does not treat that profit as pro- 
ducing income to him until it is 
distributed. 


(6) Securities and Exchange 
Commission release No. 36, dealing 
with interest on defaulted bonds, 
contained a germ of truth but did 
not meet the situation adequately, 
or perhaps even fairly. 


(7) <A good rule for the investor 
is to treat as income an amount not 
in excess of either (a) the amount 
of income accrued in respect of his 
holding during his time of owner- 
ship (b) the amount of income dis- 
tributed to him. An examination 
of the accounts of the large invest- 
ment trusts suggests that applica- 
tion of this rule would not change 
the income figure appreciably if at 
all, but there are special cases in 
which application of such a rule 
would have an important effect. 


(8) The distinction between in- 
terest and dividends is a fine one, 
especially since there has been a re- 
vival of the practice of issuing in- 
come bonds as a result of tax laws. 
More than half the funded debt in 
recent pending reorganization of 
railroads has been conditional-in- 
terest bearing. 

(9) In cases of companies own- 
ing wasting assets an investor can- 
not wisely treat the whole of the 
dividend as income merely because 
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the corporation has provided amor- 
tization on the tangible assets on its 


books. 


(10) Such amortization merely 
takes care of the price which the 
corporation paid for the asset. The 
investor may have effectively paid 
more or less for his beneficial in- 
terest in the wasting asset. A strik- 


ing illustration of this problem is 
presented in the case of such com- 
panies as Climax Molybdenum. 


(11) An extremely interesting 
case study in the treatment of divi- 
dends by a distributee is presented 
by a history of the Westinghouse 
Air Brake Company for the period 
1931-38. 
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Financial Statements from the Viewpoint 


of the Credit Man 


By JoserpH RusANow 


T is a privilege to have a chance 
to talk to you about by favorite 

topic, a topic which is very old, yet 
without which the world’s progress 
could not have reached its present- 
day development. As a credit man 
and a banking official, one needs 
also the help of lawyers and of ac- 
countants. The lawyer, many-sided 
and versatile as he is in many fields 
of human interest, likewise needs us 
credit men and bankers for special- 
ist information, it may be affirmed 
without immodesty. 

Before giving of my personal ex- 
perience in the credit field, I desire 
to give you an over-all picture of the 
subject under discussion. 

Credit is a vital medium of ex- 
change which has had its greatest 
application in the era of industrial 
expansion which has made demo- 
cratic America the envy of the 
world. One doesn’t have to be a 
deep-thinking economic theorist to 
see that credit is a currency that is 
minted of faith. Credit instruments 
have largely contributed to the rapid 
development of our hidden resources 
and the expansion of our national 
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economy despite destruction of 
wars. 

Credit, in short, is trust given or 
received ; expectation of future pay- 
ment for property transferred. 
Credit never was ‘intended to take 
the place of capital. Credit is simply 
a method by which capital becomes 
more effective. It cannot increase 
capital, but rather reinforces it. 
The credit man is the connecting 
link and director of this tremendous 
force, knows where and when to 
apply it or not apply, as his judg- 
ment dictates. 

A few more explanatory details 
to refresh the memory from our stu- 
dent days. My good friend A. F. 
Chapin, Professor of Finance at 
New York University and author of 
the textbook “Credit and Collection 
Principles and Practice,” defines the 
credit man as follows: “The credit 
man is the specialist, the analyst, 
the business critic who guides and 
controls over 90% of ail trans- 
actions involving the transfer of 
goods.” 

Roy A. Foulke, of Dun & Brad- 
street, in his book “Behind the 
Scenes of Business,” says; “Credit 
men knit together the widely diver- 
sified parts of our entire commer- 
cial organism and they are one and 
all in strategic positions to study 
the ever-changing strengths and 
weaknesses of their customers. 
Their hands are on the controls at 
the locks in the canal through which 
flows the steady stream of merchan- 
dise for every daily human need. 
They are responsible for seeing that 
those concerns which are entitled to 
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merchandise credit obtain their 
normal measure and those which are 
not entitled to it are gradually 
restricted.” 

To summarize these two modern 
definitions of the credit man, it is 
evident that he must be a specialist 
in economics, finance and industry, 
an analyst, a business critic and 
somewhat of a judge of mankind. 
He must be alert to the strength 
and weaknesses of his customers, 
assume great responsibilities on the 
proper flow of merchandise, and 
direct distribution into proper busi- 
ness channels. 

At this time permit me to say a 
few words of the credit men’s asso- 
ciations located in 120 cities of this 
country with a national office in 
New York City. Our local associa- 
tion was organized when the nation 
was in the throes of a major depres- 
sion ;—that of 1894-1898. This dis- 
turbance emphasized the extreme 
need for better methods and greater 
efficiency in business management. 
The vital role of credit was recog- 
nized, and it was realized that the 
utmost use of credit in promoting 
wholesome expansion of commerce 
demanded sound and progressive 
application of this vital force. 

It was quite clear that the inter- 
ests of creditors were interdepend- 
ent and that cooperation was abso- 
lutely essential for the benefit of all 
concerned. The community was 
then untrained in such cooperation; 
leadership, education and teamwork 
were then urgently demanded for 
proper administration of credit. 

Our Association undertook to 
meet these needs. Centers for co- 
operative activities were soon estab- 
lished. From these places of influ- 
ence there were soon developed and 
furnished highly qualified leaders to 
take the reins and carry on. 

If I may cite a page from history, 
these associations of credit men 
played a most important part in the 
enactment of the National Bank- 
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ruptcy Act of 1898. It was the first 
bankruptcy law designed to protect 
the rights of both the debtors and 
creditors. It abolished the old sys- 
tem of preference which had favored 
local creditors against those of other 
States. 

The Federal Reserve Act, Uni- 
form Sales Law, and legislation in 
connection with par payment of 
checks, are some of the more impor- 
tant laws championed by our Asso- 
ciation. Ever on the alert, our 
credit associations have continued 
to exhibit an increasing activity and 
interest in all legislation—loca] or 
national—affecting credit granting 
and credit management. 

The general conduct of our vari- 
ous associations is broad-gauged. 
Our public-spirited attitude to laws 
and reform for the improvement of 
business has been highly com- 
mended by other organizations rep- 
resenting business men and business 
communities. 

Our Adjustment Bureaus located 
throughout the important business 
centers in the United States provide 
businesslike, efficient and economi- 
cal services in the handling of reor- 
ganizations for the benefit of the 
business community. Creditors’ 
committees are always in control 
and have participated actively in all 
embarrassed enterprises. Friendly 
adjustments constitute a large part 
of the various bureaus’ services. 

A national fraud prevention de- 
partment, located in New York City 
and privately supported by business 
houses,—members of the Associa- 
tion—has resulted in many convic- 
tions of fraudulent debtors. This 
department like the F.B.I. has been 
a great deterrent to the “Forces of 
Deception who keep pace with the 
Powers of Perception.” 

Another important department is 
the Credit Interchange Group. Co- 
operation enables the members, in- 
dividuallv and collectively, better to 
handle their credit problems. Im- 
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provements in standards and prac- 
tices are freely interchanged at 
meetings for the benefits of the 
members. 

The educational activities of the 
local associations and of the national 
association are intelligently directed 
by men with practical, educational 
and business experience, and sup- 
plemented with lectures by college 
professors under the guidance of a 
local university. The National In- 
stitute of Credit, in its 25 years of 
credit education, is proud of its per- 
formance. Our graduates are today 
occupying places of prominence in 
the business world. 

Our forum meetings, held fre- 
quently, keep our members _in- 
formed of the ebb and flow of credit. 
Our various committees are con- 
stantly studying and discussing the 
changes taking place in the world of 
economics. Their findings and con- 
clusions are frequently printed for 
distribution to the Association 
membership. 

Our national and local periodicals 
are considered to be the professional 
mouthpiece of some 22,000 members 
distributed in every industry over 
the nation. 

Our New York Credit Men’s As- 
sociation is currently celebrating 
fifty years of service to the commun- 
itv. Undoubtedly we have devel- 
oped a certain degree of skill and 
knowledge of our problems in mak- 
ing credit workable so as to con- 
serve the public interests as well as 
to lubricate the gears of commerce. 

he legal and accounting profes- 
sions have ever recognized our lead- 
ership in fostering and sustaining 
commerce and industry, and they 
have also freely cooperated in ex- 
tending a helpful hand to the worthy 
merchant, as also necessarily enough, 
in prosecuting the limited number 
of wilful betrayers of “Man’s con- 
fidence in Man.” 

Now, let us observe the credit 
process from its inception. There 
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are more than a few factors in- 
volved. One can regard the subject 
from a commercial angle and also 
from the banking viewpoint. The 
latter seems to me more comprehen- 
sive and embracing. 

An illustration will make this 
clear. For example, there are two 
persons who desire to go into busi- 
ness. One has experience as a dis- 
tributor—as a salesman; the other 
has production experience in the 
particular line of endeavor. Their 
first step is to go to their attorney 
to set up their business entity. 

Now, in the past, the corporations 
were the dominant enterprises. To- 
day we are changing from small 
corporations into partnerships and 
occasionally partnerships having 
further subdivisions. This situation 
has been brought about in order to 
ease the tax burden. 

A concrete instance is this: Com- 
pany A is a corporation manufactur- 
ing coats, ladies’ suits and blouses. 
To ease its tax load, an agreement is 
made that the company producing 
these three articles subdivide in the 
phases of the work originally con- 
templated; buy the merchandise re- 
quired for the manufacture of coats, 
blouses and suits. A partnership is 
formed for the manufacture of coats, 
another for the blouses and a third 
partnership for skirt manufacture. 
The profits made are distributed 
among these three different partner- 
ships. Thus there might be twenty 
partners, and of course the tax sit- 
uation is well taken care of by this 
unusual distribution. This is one 
of the latest types of organization 
we encounter in making our credit 
analyses. 

Now then, these two people have 
set up their proprietorship organiza- 
tion and then they go into business. 
They come along and find that they 
are short of capital. Today you have 
to buy merchandise for cash, be- 
cause there is so little around if a 
small man wants to buy they say 
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“Well, you have to pay cash.” The 
firm pays cash and soon finds itself 
having bought a lot of merchandise 
and no cash for payroll and overhead. 


The next step is to engage an ac- 
countant. The accountant prepares 
a financial statement to be pre- 
sented to the trade, to the bank and 
commercial agencies. The supply 
houses perhaps commence to ex- 
tend credit to this new business and 
finally the individuals decide to 
come to the bank for credit consid- 
eration. 

The procedure is simple—the 
credit grantors want to have a re- 
sponsible accountant on the books. 
Here permit me to make a personal 
statement. I have been criticized 
for many years for insisting the ac- 
countant is an integral part of the 
small business organization apply- 
ing for credit. I have insisted that 
a credit man is not performing his 
duty if he gives a concern with a 
substantial amount of capital a cer- 
tain amount of credit. That is only 
a minor part of the credit man’s 
daily task. On the other hand infor- 
mation reaching my personal at- 
tention where on a $2,000. invest- 
ment $10,000. credit was extended 
the credit man in such a position 
would want the accountant to be 
part of this small organization set- 
up. The accountant on the books 
every month sees what’s going on, 
senses the general spirit of the 
place of business: he knows whether 
the business is properly conducted ; 
he knows whether its product is at 
once salable and distributed into 
proper channels. By the coopera- 
tion of the accountant and his inter- 
est in the progress of his client we 
feel that our credit has been prop- 
erly made and that our money will 
be forthcoming when it is due. 

I personally for over 25 years 
have encouraged the policy of con- 
fidence and reliance on the firm’s 
accountants. Despite the reticence 
of the older firms of accountants to 
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be interested in credit problems, 
nevertheless, the trend is in the di- 
rection of definite cooperation by 
accountant and credit grantor. We 
do ask and obtain the cooperation 
of accountants, and we as credit men 
are very grateful to them for their 
unselfish assistance and direction. 

Let us discuss the case of an ap- 
plicant for credit. His accountant 
has presented a financial statement 
for analysis and appraisal. You 
will now look on our financial state- 
ment form. It contains an abun- 
dance of printed questions to be 
filled out. It is quite complete in 
requests for information pointing to 
a definite desire to safeguard the 
bank’s interests. A bank is a semi- 
public institution working with the 
people’s money. It must heed when 
it makes a loan to a borrower the 
loan is coming back as expected. It 
isn’t all the bank’s money, most of 
it is the public’s money, and there- 
fore, we have to be exceptionally 
careful in our actions in granting 
bank loans. 

Again referring to the statement 
form you find the heading “Cash on 
Hand”: a simple item to under- 
stand. But let us see, the account- 
ant will say in his presentation, 
“Cash has been verified by communi- 
cating with the depository bank.” 
Frequently the customer thinks 
that at the end of the month he had 
$9,000., actually he had $4,000. be- 
cause checks that hadn’t cleared at 
the time of the issuance of the 
monthly bank statement may amount 
to another $4,000. or $5,000. 

Again the headings, “Due from 
Customers for Merchandise Sold”— 
“Accounts Receivable Not Due” and 
“Accounts Receivable Past Due”. 
If you will refer to Schedule 5 of the 
form you will see what we request. 
We want an analysis of the receiv- 
ables—those less than 30 days old 
and older. We also request names 
of the borrower’s larger customers. 
The reason is we desire to know 
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whether the man concentrates with 
one or two big houses and has there- 
fore not established a going busi- 
ness. When the average business 
has a wide distribution of its prod- 
uct we know that it has the nucleus 
of a successful enterprise. In our 
experience we have seen where a 
business has concentrated on one or 
two or a half-dozen large houses 
and whenever there is a change of 
methods or change of conditions, 
it has been compelled to start busi- 
ness anew because it has not built 
an organization on a sound founda- 
tion. 

Please observe the next item, 
“Notes and Trade Acceptances not 
Discounted.” In certain industries in 
New York, and elsewhere in the 
United States, such as the jewelry 
and the fur, a major part of their 
transactions are conducted on a note 
and trade acceptance basis. In the 
fur market, the dealer of raw skins 
prepares for his season early, start- 
ing in December. The manufacturer 
buys the merchandise sometimes in 
February and after a period allowed 
for processing the skins, and the 
manfacture of the garment, it is then 
distributed to the consumer through 
the medium of the retailer. It takes 
at least four to six months for the 
manufacturer to convert his mer- 
chandise and to get his receivables 
paid, which is some time along in 
August. By issuing notes to the raw 
skin dealer, the dealer quite fre- 
quently resorts to discounting these 
notes with his bank, and thereby ob- 
taining ready cash to carry on his 
business and meet his obligations. 

The next important item on the 
statement form is “Merchandise In- 
ventory at Lower of Cost or Mar- 
ket” and we refer you to Schedule 6. 
Frequently businessmen submit to 
the accountants their inventory as 
at a fiscal period, which the account- 
ant accepts with a comment: “As 
submitted.” The reason for a sub- 
mitted inventory is that the merchant 
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evaluates it in the light of existing 
conditions due to the abnormal times 
—and thereby sets up a reserve 
against unforeseen contingencies. 
However, the experienced auditors 
are insisting the inventory must be 
valued and taken under their own 
supervision. 

In the past years, we would have 
had the inventory analyzed as fol- 
lows: finished goods, goods in pro- 
cess, and raw material. This break- 
down would give the credit grantor 
an opportunity to see how the busi- 
ness is operating—whether it is car- 
rying too large an amount of raw 
material when the activity of the en- 
terprise doesn’t warrant it. Today, of 
course, we are in a different age, we 
are in a sellers market, for reasons 
that need no explanation. 

Today, the more abundant the in- 
ventory, then the more favorable 
chance the business has of continu- 
ing because of the merchandise 
shortage in general. 

To summarize, on the Assets side 
of the analysis of the financial state- 
ment I have given you the three 
major assets, “Cash”, “Due from Cus- 
tomers or Accounts Receivable” and 
“Merchandise Inventory”. Those are 
the most important current items in 
the conduct of any business. You 
are now acquainted with the major 
elements of the components of a fi- 
nancial statement for credit. 

On the Liability side of the finan- 
cial presentation we want to ascer- 
tain the meaning of the items “Ac- 
counts Payable Unsecured”—‘“For 
Merchandise Not Due”, “For Mer- 
chandise Past Due”. These items 
are self-explanatory; “Notes and 
Trade Acceptances Unsecured” 
which are likewise quite obvious, 
and to “Banks and Brokers”. Your 
financial statement shows that you 
owe a certain sum of money to the 
bank. This is verified with our own 
records for correctness. If you have 
several banks we verify the accu- 
racy with the other banks and ascer- 
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tain from those institutions what 
the liability to them was at the date 
of the issuance of the statement. 

We direct you to the various other 
subdivisions of the Liabilities sec- 
tion of the statement form which 
we expect the accountant to take 
care to verify. In verifying the ac- 
counts receivable by writing direct 
to the purchaser, the auditor safe- 
guards any possible attempt on the 
part of the principals to record fic- 
titious sales on their books. By 
verifications the accountant takes 
precautions against his clients— 
wilful or é6therwise—omission of in- 
voices for merchandise in order to 
decrease the liabilities. In other 
words it is a safeguard to neutral- 
ize the human element under temp- 
tation. 

Now, in the banks, we have a 
better opportunity than the credit 
grantors in the trade to ascertain 
what actually is going on behind the 
scenes of a business. By referring 
to cancelled vouchers we know with 
whom our depositor trades and to 
whom his checks are issued. They 
are very important leads to a bank 
if something off the record is car- 
tied on. 

You will find on the last page of 
the statement form (which is very 
important) that we ask certain in- 
formative questions: At what stage 
of the year have you reached the 
peak of your liabilities? At what 
stage have you been at your low ebb 
on your liabilities and inventories? 
And we ask what rent you pay; 
when your lease expires: and are 
any dividends due and to be paid? 


Are all taxes paid? Those are some 
of the normal items we investigate 
with care. Generally the account- 
ant answers them when submitting 
the financial report. 

An intensive discussion even now 
in progress with the C.P.A. Society 
is the propriety of the information 
the cfedit man wants; that the ac- 
gountant give him interim or inter- 
mediary financial data between state- 
ment dates. Many accountants and 
even their clients object to this 
practice. The C.P.A. says that he 
exposes himself to certain liabilities 
by giving information without the 
knowledge of his clients We are 
aware of the accountant’s liability, 
and safeguard his information to 
us. By we I mean “the credit com- 
munity.” Please refer to the back 
of the statement blank and you will 
notice under “Signature of Bor- 
rower” in the last three lines, “and 
that the inventory of merchandise 
set forth in the statement has been 
verified by the undersigned’”—mean 
ing the owner of the business— 
“and that the accountants whose 
certificate is appended hereto are 
hereby authorized to furnish ‘Man- 
ufacturers Trust Company’ with 
any further information or details 
it desires concerning the financial 
condition of the undersigned.” If 
the client signs this statement he 
gives the accountant permission to 
submit complete data whenever re- 
quested. When the accountant also 
signs our statement form, he ac- 
knowledges responsibility for its 
correctness. 
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Financial Statements from the Viewpoint 
of the Financial Analyst 


By BENJAMIN GRAHAM 


UR view of financial  state- 

ments, when we act as security 
analysts, is similar to that of the 
credit man in some cases, but in 
most practical instances it is quite 
different. In the exceptional case 
we may find ourselves asking the 
same detailed questions as_ the 
credit man does—that is, in cases 
where the soundness of the com- 
pany’s financial condition is the 
main question at issue. In the typi- 
cal situation which the financial 
analyst examines a sound credit 
position is found without very 
much analysis, and unsound credit 
is also found to exist here and there 
without the need for detailed study. 
Consequently the security analyst 
tends to devote his chief attention 
to other things. 


He looks at earning power, for 
example, with a very careful eye, 
realizing that it is the most impor- 
tant factor in the typical analysis. 
Mr. Rubanow mentioned earnings 
in his talk; but as you remember he 
did not stress them particularly, and 
he gave most of his attention to the 
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make-up of the current assets and 
the current liabilities. 


The analyst is also interested in 
working capital as a factor of asset 
value. He tends to give more im- 
portance to it than to the fixed or 
capital assets. But asset value as a 
whole is usually a minor element in 
security analysis, subject to some 
striking exceptions. 

Something should now be said of 
the relationship between the lawyer 
and the security analyst. Why are 
lawyers interested in the view-point 
of the financial analyst? For several 
reasons: One is just because they 
are lawyers, and as such are inter- 
ested in everything. Another is 
that many of you manage to accu- 
mulate substantial investments of 
your own, and in any case you are 
likely to have to look after them for 
your clients. Thus you have deal- 
ings of various kinds involving 
security ownership. Thirdly, in the 
course of your regular work as law- 
yers you have frequent occasion to 
consider financial analysis. This 
comes up under all kinds of govern- 
ment regulation of corporate busi- 
ness, as by the SEC, for example; it 
develops also out of reorganization 
procedure; you have various kinds 
of litigation, particularly appraisal 
proceedings under various statutes, 
which require close attention to 
security values; finally you have 

iscellaneous efforts made _ by 
stockholders on their own behalf, in 
which you engage sometimes as 
representatives of the stockholder, 
but preferably, I imagine, as coun- 
sel for the corporation. 


Presented March 22, 1945 for the Course on Current Problems in Accounting for Law- 
yers given by the Practising Law Institute in cooperation with the American Institute of 
Accountants and the New York State Society of Certified Public Accountants. 
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lt is necessary, therefore, for you 
to know a fair amount about securi- 
ty analysis. I don’t think you are 
required to become complete adepts 
in the art; perhaps I should say it 
is important that you should not 
fancy yourselves as security experts 
because then you are likely to go 
wrong. It would be much more 
appropriate for you to be able to 
understand the general way in 
which security analysis proceeds, 
and, if possible to be able to distin- 
guish between a good analyst and a 
bad one. If you are able to do those 
two things, I think you could handle 
properly your own responsibilities 
as‘lawyers towards financial analysis. 

The scope of the lecture this even- 
ing is somewhat different than I 
had originally planned. Under the 
original idea I thought I might talk 
about principles of financial analy- 
sis, and then illustrate them by some 
examples. I have since decided, 
however, to use the case-history 
procedure, and to center my exposi- 
tion on an_ individual example. 
Since the annual report of the 
United States Steel Corporation 
happens to have been published 
this morning, it seemed to me it 
might be a timely thing to use that 
very important corporation as my 
“working example”, and to attempt 
a reasonably comprehensive analy- 
sis of its common stock. 

The purpose of this treatment will 
be to indicate how a security analyst 
“ticks’—how his mind works and 
what he endeavors to do. Here and 
there, also, we shall indicate where 
the lawyer joins in with the work of 
the analyst, as certain legal ques- 
tions intrude themselves. I shall 
allow myself one or two digressions 
from the U. S. Steel example when 
other companies may better illus- 
trate the point I have in mind. 

Now, a final introductory word as 
to the general method of financial 
analysis. That could be stated in 
various ways. For example, you 
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might distinguish between financial 
analysis, as such, and _ industrial 
analysis. The man analyzing securi- 
ties may devote the bulk of his atten- 
tion to the figures he finds in the 
report; or else he might direct more 
of his attention to the industrial 
background of the company—and 
also to the foreground, in the sense 
of its prospects. Prospective earn- 
ings are, basically, the most impor- 
tant thing that the analyst must 
consider in a typical case. 

Strictly speaking, therefore, 
security analysis should divide it- 
self into two parts. The financial 
analyst should do a _ considerable 
amount of work and bring his analy- 
sis up toa certain point. He should 
then turn it over to the industrial 
analyst and say, “This is what the 
figures mean; it is for vou to go on 
from here and determine what the 
corporation, with this financial posi- 
tion and record, is likely to do in the 
future.” But in practice this divi- 
sion of function does not take place 
very often; the so-called financial 
analyst usually acts also as an in- 
dustrial analyst. 

Another distinction is that between 
current analysis and_ long-term 
analysis. There is a tendency on 
the part of Wall Street people to 
pay excessive attention to the most 
recent figures and the present finan- 
cial picture. They rarely give much 
time and thought to a long-term 
historical analysis of the corpora- 
tion under study. There are many 
advantages in such a_ long-term 
analysis, which I think are insuffi- 
ciently appreciated by the typical 
security analyst. I shall want to 
point out these advantages later in 
this lecture. 

Now, finally, we can place the ele- 
ments of analysis under certain 
categories. First is the category of 
“Amplification and Correction.” 
The New Yorker magazine has a 
department with this title and so 
has security analysis. As standard 
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procedure we must often add to a 
financial statement certain things 
that don’t appear there, so as to ob- 
tain a better picture of what actually 
happened; and we must also correct 
the statement in certain details 
which, from the analyst’s stand- 
point, are not fairly representative 
of the company’s position or its 
performance. 

The corrections that I am speak- 
ing of—and we make a number of 
them—do not imply that the results 
are falsely presented. They do im- 
ply that there is frequently a signifi- 
cant: ditference between what the 
accountant indicates is the perform- 
analyst, after his study, is ready to 
Sav 1s the performance of the corpo- 

The next important part of analy- 
sis is simplification. An analysis is 
not very valuable unless you can 
it down to clear and manage- 
able terms. That requires, most of 
all, that you divert your attention 
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away from the things that are less 
important and toward the things 
that are most important. Here we 
find the main difference between the 
accountant and the security analyst. 
My experience with the accountant 
is that for him everything has equal 
importance. He is like the Lord in 
the Bible, where it is written that 
“a thousand years are in His sight 
as vesterday” when it is past—ex- 
cept that it is just the other way 
around with the accountant: ten 
cents in his balance sheet is just as 
important as a million dollars. The 
main thing for him is that every 
should be correct. With the 
curity analyst perhaps the most 
valuable faculty is to know what 
items to look at and study carefully, 
and what items to forget about. 
Finally, you have the division of 
interpretation, comparison and ap- 
praisal. That is where the analyst 
takes the picture after he has first 
extended and corrected it, then 
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boiled it down, and now he tries to 
tell you or himself what the figures 
signify to the investor. 

After that necessary introduction, 
I should like to give you my idea 
of how a security analyst would 
deal with a rather interesting prob- 
lem that presents itself today— 
namely, the true position and the 
approximate value of the U. S. Steel 
Corporation’s common stock. The 
company is chosen with malice 
aforethought. In the first place, it 
is a nice, large enterprise. It is a 
little different from the concerns 
that Mr. Rubanow has been talking 
about, and you may find that a-re- 
freshing change. Secondly, I think 
the kind of problem it presents is 
characteristic of what the security 
analyst usually meets. This is not 
a hand-picked instance in which I 
can give vou a neat solution, and say, 
“Look! the public thinks this stock 
is worth $10, but | can prove by my 
analytical technique that it is worth 
$30." I can do something like that 
from time to time; but obviously 
those are exceptional cases. 

The problem of the U. S. Steel 
Corporation is typical in its nature. 
In other words, it has no definite, 
conclusive solution. The security 
analyst can only give you certain 
hints as to what the solution is likely 
to be, certain indications of a range 
of value rather than a specific figure, 
and perhaps a diffident suggestion 
as to where within this range he be- 
lieves the probabilities of the future 
will lie. Those things, inconclusive 
as they are, may be found not with- 
out practical utility even in a typi- 
cal, perplexing case such as U. S. 
Steel common. 

If now we take up our tabular 
outline, which was prepared for the 
purpose of enabling you to follow 
the exposition readily, we shall see 
that the analysis goes along in a 
certain logical sequence. The first 
question we shall study is “What 
did the company earn most re- 
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cently?” That is the thing on which 
most emphasis is placed by the 
ordinary investor, and it is also the 
starting point—if not the most im- 
portant factor for the analyst. 

An income account published un- 
der today’s conditions is subject to 
a series of corrections which need to 
be spoken of one by one. In Table A 
we have the income of U. S. Steel 
as reported—nameiy, $35.6 millions 
for the common, or $4.03 a share. 
That is far from a large figure of 
sarnings for the Steel Corporation, 
especially when you consider that it 
did a business of over two billion 
dollars, which was fully twice its 
normal volume. These earnings, un- 
der war conditions of capacity oper- 
ation, would undoubtedly be re- 
garded as very disappointing if they 
fairly reflect what the Steel Corpo- 
ration had accomplished in 1944, 
However, as we look over the report 
with care, we see that at least one 
correction needs to be made which 
will increase the indicated profits. 
But let us take up the corrections in 
their order. 

The first is that for renegotiation, 
which represents a current rather 
than a recurrent problem. All the 
corporations engaged in war work 
to any extent are subject to the re- 
negotiation contingency. In their 
annual reports they make estimates 
of current renegotiation liability, 
and they also tell you what has hap- 
pened with respect to the renegotia- 
tion liabiltiy for previous years. As 
it happens, the U. S. Steel Corpora- 
tion clearly has no serious problem 
with renegotiation. In 1943 they 
paid over a very small amount of 
money, and in all probability they 
will not have to pay back anything 
for 1944. Other corporations pre- 
sent different pictures on this point. 
Some of them are a bit spectacular. 

For example, if you take another 
company in the steel business—A. 
O. Smith—you might have noticed 
a little item in the newspaper which 
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said that, because of renegotiation 
for 1943, the earnings were reduced 
from about $12.50 a share to around 
$6 a share. Thus they were appar- 
ently cut in two. Certain other re- 
ports of that kind are at hand. At 
first this would look like a very un- 
favorable development indeed for 
the company; but whenever you 
look at renegotiation results vou 
must take them in connection with 
the contingency reserves that have 
been set up. 

Here you find an amusing situa- 
tion. Any number of corporations 
have set up in their income account 
reserves for all kinds of purposes, 
without mentioning a reserve for 
renegotiation: generally the reserves 
created are for “post-war contingen- 
cies” and other purposes of that kind. 
Actually, of course, these corpora- 
tions did expect to have to hand 
back money for renegotiation, but 
they considered it bad tactics to 
come before the War Contract Price 
Adjustment Board with a reserve al- 
ready set up in their income account 
for a large refund. Consequently. 
they did not identify renegotiation 
reserves as such but used almost any 
other name for the unfragrant rose. 

As it happens, the A. O. Smith 
Company had set up in 1943 a re- 
serve for contingencies amounting 
to some $3.50 a share, and they had 
also taken the precaution of not in- 
cluding in their income account any 
part of their post-war tax refund. 
It is the standard procedure, of 
course, for the year’s taxes to be 
stated net of the post-war refund. 
In the case of A. O. Smith they did 
not do so, they merely gave you a 
footnote to the effect that the re- 
fund had been left out. Thus we find 
that, although renegotiation cost 
them $8 million instead of the 4 
million they anticipated, their earn- 
ings as corrected amounted to $12.75 
per share before contingency re- 
serves, as against $11.29 a share re- 
ported previously after contingency 
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reserves. In other words, they really 
earned more money, in spite of hav- 
ing to hand back the extra 4 million 
dollars, than they had said they 
earned in 1943, 

This example indicates the rela- 
tionship between renegotiation on 
the one hand and contingency re- 
serves on the other. It also indicates 
the necessity for looking over the de- 
tails of the income account with 
some care. 

In the case of the U. S. Steel Cor- 
poration they have no renegotiation 
problem, we can be quite sure; but 
they did set up a reserve for con- 
tingencies of 25 million dollars in 
1944, and they have set that amount 
up in every year for the last four 
years. ; 

Now one of the important ques- 
tions in analysis is whether a re- 
serve of that type should be added 
back to income in order to get the 
true earnings of a company, or whether 
it reflects a liability which you think 
is a real one. In the latter case, of 
course, you would not add it back to 
earnings. In judging this question 
you must first find out what the 
company itself says about the pur- 
pose of the reserves. In their 1943 
report, the Steel Corporation speaks 
about adding 25 million dollars to 
expenses in each of the past three years 
“for additional costs applicable to 
the period caused by the war”. If that 
was all that they said, it would 
clearly indicate that they had actu- 
ally incurred these additional costs. 
The report adds, “Such costs include 
deferred maintenance and repairs, 
reconverting and reallocating facili- 
ties from wartime to peacetime use, 
costs resulting from reemployment 
of servicemen, loss on raw materials 
and supplies not needed in the post- 
war period, and other similar costs.” 
I think it is obvious to anyone who 
analyzes that statement that they do 
not really mean “additional costs 
applicable to the period caused by the 
war” but rather “additional costs 
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that may later be incurred because of 
the war”. Such costs are of an in- 
definite character; they do not rep- 
resent any true loss or liability, ex- 
cept insofar as vou can measure the 
actual amount of deferred mainte- 
nance and repairs; in a general way 
they represent the post-war contin- 
gency reserves which most corpora- 
tions have been setting up for gen- 
eral purposes. 

An analyst, for the purpose of 
making his presentation of the com- 
pany’s earnings, would add back 
these contingency reserves to the 
company’s earnings, and say that 
they had earnings of over $6.50 in 
the year 1944, instead of $4.03 as 
reported. 

Now, as it happens, many other 
steel companies have also true earn- 
ings considerably larger than the 
final figure shown for 1944. Bethle- 
hem Steel Corporation, for example, 
which reported about $10 a share as 
earned in 1944, set up contingency 
reserves of close to $4; hence its true 
earnings would be $14 a share. On 
the other hand, Youngstown Steel, 
which showed around $4 earned, 
had deducted a contingency reserve 
of only 95¢. For purposes of com- 
parative analysis it is clearly neces- 
sary to add back these contingency 
reserves and then make your com- 
parisons between one company and 
another on the corrected basis. 

The next item that we look at is 
that of liability for Federal income 
and excess profits taxes. The U. S. 
Steel Corporation reserves an amount 
for taxes of 65 million dollars for 
this purpose. It is rather clear from 
their report that they paid no excess 
profits tax for the last year, and it 
is also clear that they have provided 
for their full tax liability. In the 
case of other corporations, we have 
a number of variations in which the 
full tax liability may not be prop- 
erly reflected in the accounts. Let 
me present some facts applicable to 
two companies to show how the 
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analyst needs to make corrections in 
this item, especially for comparative 
purposes. 

If vou take the Gulf, Mobile & 
Ohio Railroad, you will find that 
hey reported earnings in 1943 of 
$63 per share; but in a footnote 
they say that their taxes were re- 
duced by the equivalent of $2.18 a 
share by reason of loss on property 
sold and various other special sur- 
plus adjustments. It is obvious that 
on the basis of their operations alone 
they would have been subject to much 
higher taxes, and the earnings would 
have been only $2.45 a share instead 
of $4.63—a very substantial differ- 
ence. 

Now take, by way of contrast, the 
Twin City Rapid Transit Company. 
Its report for 1944 showed that they 
charged to income $2,120,000 of 
t s‘ but they credited to surplis 
$543,000 of taxes, which was money 
saved because of debt retirement ex- 
pense. In other words, they did not 
follow the Gulf, Mobile & Ohio pro- 
cedure; instead they charged income 
with more than the actual taxes paid 
for the year because they considered 

juite properly—that the saving of 
taxes applicable to amounts charged 
to surplus should go directly into 

irplvs and should not be credited to 
income. They have exactly the op- 
posite picture from that of G. M. & 
.: they showed earnings of $2.63 
in their income account, but if they 
had followed the same procedure as 
Gulf, Mobile & Ohio, their earnings 
would have been $4.68 per share. 

Here are two more railroad cases. 
Missouri, Kansas & Texas showed 
6 million dollars for its preferred 
stock for 1944, but also stated that 
they had set up a reserve of 2 mil- 
lion dollars for possible tax liabilities, 
which was taken out of surplus. An- 
other interesting case is a brokerage- 
house analysis of the St. Paul Rail- 
road, which shows that in 1943 they 
earned $15 a share on the new com- 
mon stock to be issued. But if you 
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made allowance for the new capital 
set-up and for the smaller fixed 
charges, you would also find that 
their taxes would have been enor- 
mously greater for 1943 than they 
were on the basis of the old fixed 
charges. Thus the true earnings for 
the new common stock would have 
been only about $5 a share in 1943 
instead of the $15 suggested in the 
“analysis” 

These are matters relating to taxes 
which the analyst has to study with 
great care. 

Incidentally, I think that it might 
be well if I invited questions from 
time to time in connection with the 
various sections of this address, be- 
cause otherwise you are likely to for- 
get what you wanted to ask. I shall 
reserve the right not to answer a 
question now, but say it should be 
postponed, 


Mr. Loeb: I am just wondering, 
when you add back the total amount 
of contingency reserves, certainly 
some of the items mentioned in the 
footnote that you read from—the 
possible costs that would be incurred 
in the post-war period—some_ of 
them are certain to materialize. | 
am wondering about the wisdom of 
adding back the total contingency 
reserves. For conservative reasons, 
shouldn’t some margin have been 
left there? 


Mr. Graham: That is a perfectly 
good question, and probably a valid 
criticism. 

[In this procedure the idea we have 
in mind is largely a matter of com- 
parative analysis. The fact is that 
many corporations make no provi- 
sion for future costs that may arise 
out of the war—largely, perhaps, 
because there is no way of measur- 
ing them. Other corporations make 
very substantial provision, and 
some may make very moderate pro- 
vision. It is our feeling that it is 
better to add back the full amount 
to place all companies on the same 
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footing. You should make.a proper 
mental reservation for the possi- 
bility that the earnings that have 
been realized during the war period 
may be subject to reduction in later 
years for reasons growing out of 
the war. 

I just want to add one very im- 
portant fact on that. The income 
tax which takes, for many or most 
corporations, about three-quarters 
of the income, is figured on earn- 
ings before any deduction of these 
reserves. That is quite important, 
because if those losses are actually 
realized later, they will be charged 
against future earnings and they 
will benefit the income tax picture 
in future years. The tax rate will 
be lower, no doubt, but it will still 
be significant. 

Let me also state something I 
should have said before. This 
analysis of U. S. Steel was made up 
prior to the publishing of the 1944 
report, which came in this morning, 
and it included a certain amount of 
estimate, as you will see. One of 
the things that was not known was 
the fact that in the year 1944, of the 
25 million dollars of contingency 
reserves set up, 4 million dollars 
was actually used during the year 
and charged to the reserve. Were 
this analysis to be made up now 
instead of two weeks ago, we would 
have used the net amount of 21 
million dollars for the contingency 
reserve. 

Mr. Loeb: I wondered if that 
analysis is for a dual purpose, that 
is, for comparison with other steel 
corporations, or is it for the investor 
who is primarily interested in U. S. 
Steel securities ? 

Mr. Graham: Well, the answer 
has to be that it is for both, because 
no investor can intelligently appraise 
the Steel Corporation, or the desira- 
bility of buying its stock, unless he 
has in mind what other values are 
offered to him—what performance 
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is shown by similar corporations. 
You cannot make an investment in 
a vacuum; and investing in relation 
to the position of one company, 
taken by itself, is practically invest- 
ing in a vacuum. 

You will find that these earnings 
of $6.90—which should be reduced 
to approximately $6.50 by using the 
lower reserve of 21 million dollars 
—those earnings themselves would 
not be taken very seriously by an 
intelligent investor. They are really 
only a moment in the life of the 
U. S. Steel Corporation. It is a 
great mistake to refine the analysis 
of a single year’s showing to the 
last possible penny, in order to build 
from that some substantial idea of 
the value of the stock; because it 
cannot be found in the results for 
any given year no matter how ac- 
curately those results were stated. 

Were there any other questions 
on that? 


A Gentleman: Yes, I have a ques- 
tion in answer to that. When these 
figures were set up in earnings for 
1944, wasn’t considerable care taken 
in the process? 

It seems to me you can’t add back 
that 25 million dollars. In other 
words, given the individual case, you 
can’t say the Steel Corporation 
made more money than it actually 
reported. After all, the account- 
ants went over the statement and 
so certified. 

Mr. Graham: I would take very 
strong issue with you on that state- 
ment. The accountants simply certi- 
fied as to the correctness of the 
figures as presented. These state 
that $60 million was earned for the 
common stock and, of that, $25 
million was appropriated for con- 
tingency reserves. The accountants 
certainly do not certify as to the 
necessity or correctness of setting 
up the $25 million as the year’s re- 
serves. I am sure that matter is 
left entirely to the discretion of the 
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board of directors. They in turn 
are motivated by many different 
considerations; some of them are 
political, some of them have to do 
with labor negotiations, some of 
them have to do with greater or less 
degree of innate conservatism; 
only to a very small extent do they 
have to do with a careful measuring 
of the actual accounting liabilities 
that must be deducted from the 
reported earnings. 


Same Gentleman: But didn’t you 
make a statement in the footnote 
you read to us: “for certain specific 
purposes”? I didn’t hear you men- 
tion any political situation. 


Mr. Graham: They don’t state a 
thing like that, of course. (Laugh- 
ter) You have to analyze these 
statements with a certain amount of 
informed judgment and experience. 
You have to look at the words with 
care. None of these words, beyond 
the question of deferred mainten- 
ance and repairs, would relate to ex- 
penses of a kind that are readily 
measurable in terms of a $25 million 
fixed reserve for each of four suc- 
cessive years. 

One reason why no allowance is 
made for deferred maintenance and 
repairs in my own attitude toward 
the contingency reserves is that the 
combined expenditures for main- 
tenance, repairs and depreciation by 
the Steel Corporation are extraordi- 
narily large. There is no reason at 
all to believe that the allowance 
made for property upkeep and 
amortization has been insufficient 
during the war period; quite the 
contrary. 


A Gentleman: You have men- 
tioned the point but I think if it is 
turned another way, the point might 
be somewhat clearer: 

This income account of U. S. 
Steel is not, for example, the income 
that the Federal Treasury has ac- 
cepted; and, as far as the Federal 
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Treasury is concerned, I am quite 
sure that they will not let U. S. 
Steel escape taxes on that 25 million 
dollars. 


A Gentleman: Well, I don’t want 
to start an argument. What the 
Federal Treasury does about it— 
that is something else. When you 
upset their figures by adding back 
something, I don’t know whether 
there is any justification for it. 


Mr. Graham: I’d like to dispose 
of that quickly with reference to 
corporate accounting generally. 
Any analyst will agree that it would 
be silly to say that corporation A 
really earned 4 million and corpora- 
tion B 5 million, because of the fact 
that the directors in the first case 
set up a million-dollar contingency 
reserve while the other set up none. 
Those reserves are 90% arbitrary— 
not 100% I'll grant you; there may 
be a small element of the true meas- 
urement involved—but where you 
have something 90% arbitrary it 
would be foolish for a person to take 
it at its face value. Certainly these 
round-amount items of 25 million 
dollars, year after year, can have no 
carefully calculated connection with 
true liabilities that have arisen dur- 
ing the period. 

That may be a very controversial 
point, and no doubt we could spend 
a great deal more time on it. But I 
think I ought to pass on to other 
items which are equally controver- 
sial. 

A Gentlemen: Do you think the 
market price reflects the earnings 
before or after the contingency 
reserves? 

Mr. Graham: 
should say before 
reserves. 

If the U. S. Steel Corporation 
could earn only $4 per share at a 
time when it was operating practi- 
cally at capacity under wartime con- 
ditions, then the stock would hardly 
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be selling at $60 a share or better. 
Informed people evidently know 
that its true current earnings are 
more than $4. The question of cash 
flow comes in here, which we will 
speak of later—that is, the amount 
of cash which actually has been 
accumulating for the benefit of the 
common stock, in the form of in- 
creased working capital and reduced 
senior securities. 

I have spoken about tax liability. 
The next item is that of deprecia- 
tion, and we had already made some 
reference to that factor for the Steel 
Corporation. The Corporation’s de- 
preciation charges have been quite 
large. They were 129 million dollars 
in 1944, which is the record figure, 
and that included about 56 million 
dollars for amortization of emer- 
gency facilities which are being 
written off on the basis of only a 
five-year tax life. It is quite obvi- 
ous that, from the standpoint of the 
true lite of the property, the facili- 
ties do not require so rapid an amor- 
tization. On the other hand, it is 
true that the rate of production 
shown last year requires rather 
liberal depreciation. 

I don’t believe that the analyst 
would go so far as to make a correc- 
tion for excessive depreciation for 
1944, even though the total figure is 
very high. He would content him- 
self with saying that the actual 
amortization and the maintenance 
charges are on the liberal side, and 
that perhaps there is some extra or 
concealed earning power, because of 
the high depreciation charges. 

Now we have many other exam- 
ples in which depreciation is too low 
rather than too high. The chief 
offender on that score is the public 
utility field. Years ago the utilities 
had a very pleasant habit of charg- 
ing off low amortization, which they 
called “Retirement Reserve”, in 
their reports to stockholders and 
charging much higher depreciation 
on their income tax returns, thereby 
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creating a figure of earnings which 
was much in excess of what the in- 
come tax return would show. There 
was enough confusion in the situa- 
tion to give the corporation some 
right to defend what it was doing. 
But it was not very plausible. I 
have tangled with many lawyers 
representing utility companies on 
that very question. They have in- 
sisted, first, that since I am not an 
engineer I haven’t the faintest 
notion what true depreciation is; 
and, secondly, that since nobody has 
any true notion of what true depre- 
ciation is, any amount would be 
right that the corporation wants to 
charge on its income statement. 

It isn’t necessary to argue very 
much on that point because the 
issue has now been practically 
settled. Nearly all the utility com- 
panies have come over to showing 
the income tax depreciation in their 
accounts, or nearly that much, and 
in a little while I’m sure all of them 
will. 

Many years ago I[ raised an in- 
teresting question on this point. 
What liability did the corporation’s 
officials have for failure to show to 
their stockholders how much depre- 
ciation they took on the tax return, 
in order to enable the individual 
stockholder to make up his own 
mind as to whether the amount 
shown on the income account was 
sufficient? Well, up to recently the 
lawyers seemed to advise the officers 
that they were on firm ground in 
not revealing these facts; but I 
notice more and more a tendency to 
give all the facts in the financial 
statements, probably for fear of 
possible liability. 

Here is a new development that 
came in yesterday, something I had 
never seen before. In the Niagara- 
Hudson Power Corporation's state- 
ment for 1944 they show you in a 
footnote the difference between the 
depreciation taken on the tax return 
and that on the income account. 
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(It was not large in 1944, though 
previously it would have been very 
large.) But—and this is new—on a 
previous page they tell you that an 
expert for the Public Service Com- 
mission has estimated that the accu- 
mulated reserve for depreciation on 
the proper basis would have amounted 
to $114,000,000, whereas the Com- 
pany has only taken $49,000,000. In 
other words, they are now revealing 
to you that there may be some doubt 
—to the extent of 59 million dollars 
or so—as to the propriety of the 
statement of net plant account in 
their balance sheet. Those matters 
have had a most important effect 
upon utility values, not only in rate 
proceedings but also in recapitaliza- 
tions before the S.E.C. 

In my opinion, the severe decline 
in utility stocks prices between 1933 
and 1942 was only about 50% ascrib- 
able to the increased attacks made 
on the utilities by the various regula- 
tory bodies and in Congress. The 
other 50% came because earnings 
were never as large as the companies 
reported them; and after 1933 the 
public was gradually learning the 
facts of life about utilities. 

There are some very interesting 
SEC figures showing the difference 
in all the public utility holding sys- 
tems between the depreciation taken 
for tax purposes and the amounts 
they reported to stockholders. The 
overstatement of earnings runs into 
many hundreds of millions of 
dollars. 

That is the situation with respect 
to depreciation. I might add one 
thing about the railroads which is 
interesting. The railroads hitherto 
had never taken any depreciation on 
their roadway but they had taken 
depreciation on equipment. Begin- 
ning with 1943 the ICC required 
them to depreciate road-and-struc- 
ture, and, because they had large 
earnings and many of them were 
subject to excess-profits taxes, the 
railroads were not at all averse to 
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doing so. But the analyst, when he 
compares the earnings of railroads 
in the years before 1943 .with those 
that he inspects in the future, will 
have to make allowance for the fact 
that they will now be subject to sub- 
stantial depreciation of roadway 
while previously they were not. 

Here is the practical element in 
that picture: I think that an ex- 
perienced analyst knew that, of the 
earnings shown for railroad com- 
mon stocks prior to 1943, not more 
than 70% at best could be regarded 
as available for distribution to the 
stockholders. Now, with very sub- 
stantial reserves being set up, he 
might conclude that 90% of the 
earnings shown are really available 
for common stock as compared with 
70% previously. That, of course, 
makes a considerable difference in 
the evaluation of a given amount of 
reported railroad earnings. 

We come, finally, to the “other” 
or miscellaneous adjustments of the 
income account. I am going to skip 
that item because I believe I have 
only about ten minutes more to 
talk, and I’m afraid I shall have 
made a very unbalanced address. 

The ten-year analysis, given in 
the tabular outline, pretty well 
speaks for itself. Let me just call 
attention to two points at the 
bottom of the first page of the out- 
line. One is the final result of the 
ten-year analysis. This shows that, 
while the reported earnings aver- 
aged $3.92 per share, there were 
additional earnings due to surplus 
adjustments (including contingency 
reserves) averaging about $1.90. 
Hence the true earnings were about 
50% more than those reported for 
the ten-year period. The second 
point is that, since the depreciation 
reserves charged in the ten-year 
period were considerably greater 
than the expenditures on plant, the 
company’s financial position in- 
creased another $1.28 per share an- 
nually. Hence the total “cash flow” 
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in the past decade averaged about 
$7 per share annually. 

There is room for much argu- 
ment, of course, as to the true signifi- 
cance of the amount of cash which 
is accruing for the common stock 
from sources other than the cor- 
rected earnings. If we were only 
going to look at the working capital 
as a measure of asset value for 
stocks, then we would say that 
amounts turned back from plant 
account into current assets should 
be regarded as equivalent to addi- 
tional earnings. Obviously one 
should no go so far as that. My 
own rule-of-thumb attitude is to say 
that about 50% of the net reduction 
of the plant account over a period 
of time might be considered as 
equivalent to additional earnings 
for the common stock. On that 
basis we should have “constructive 
earnings” of somewhere around 
$6.25 a share for the stock over a 
ten-year period. 

We turn next to our long-term his- 
torical survey. That task is greatly 
facilitated by the unusual practice 
of U. S. Steel in giving us much an- 
nual data from 1902 on in each re- 
port. We have telescoped this 40- 
year study by selecting only the 
first, the middle and the last years 
of the period. The figures for 1923 
have an additional interest because 
they happen to be closely similar in 
many important respects to those 
for 1940—which is often used by 
analysts as a guide to average post- 
war volume of business. Thus by a 
coincidence, the figure shown for 21 
years ago may not be too far from 
those of a “normal”’ future year. 

What stands out in any long-term 
study is the fact that the company’s 
financial position has been revolu- 
tionized in the direction of improve- 
ment while its earning power has 
been revolutionized in the direction 
of deterioration. I think that is a 
sensational and challenging situa- 
tion. It requires a great deal of pon- 
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dering before you can get to the 
bottom of its significance. 

You will notice that the figures 
for 1902 show a deficit of $163 mil- 
lion for the common stock equity. 
Of course that isn’t what the bal- 
ance sheet stated at the time; it 
claimed a plus equity of 550 million 
dollars. This figure was later writ- 
ten off by successive charges, so 
that we now know that the company 
really started off with less than 
nothing for the common stock in 
terms of tangible assets. Neverthe- 
less it was able to earn 54 million 
dollars in that year. Forty-two 
years later it had built up an equity 
of $1,270 million—$1,433 million 
more than in 1902—but was able to 
earn only $56 million for the com- 
mon stock after counting in the $21 
million of reserves that have been 
challenged here. If you do not in- 
clude that $21 million the company 
would have earned only $35 mil- 
lion, or much less than in 1902—de- 
spite the additional common stock 
investment of nearly 1% billions, 
and despite a level of war produc- 
tion which must be regarded as ex- 
tremely favorable to the steel in- 
dustry. 

The analysis of the income ac- 
count for 1902 and 1944, broken 
down as to various items of ex- 
pense, will show you in what man- 
ner profit margin of the company 
has retrogressed. The proportion of 
labor expenditures has gone up 
from 28% to 46%—a most adverse 
development. The purchase ex- 
pense hasn’t changed, but the tax 
percentage has expanded a great 
deal. Interest charges and preferred 
dividends, on the other hand, show 
a very substantial decrease. 

The net result is that the com- 
pany has improved its financial po- 
sition enormously, but it has not 
been able to do any better than to 
retain about the same earning 
power for its common stock. You 
will see in the bottom figure that it 
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earned $7.57 per share in 1902 after 
allowing for a later stock dividend, 
and only $6.56 in 1944 before re- 
serves. : 

Our concluding section will deal 
with the analyst’s technique in ap- 
praising. the future earning power of 
U. S. Steel. The kind of thing he 
might do is shown by our Table D, 
in which we make several hypothe- 
ses and derive corresponding fig- 
ures for the earnings per share. The 
last favorable assumption is that 
Steel will go back to 1940 volume— 
which is by no means a bad volume, 
historically—and show a_ profit 
margin as low as that of 1944. If it 
did these two things it would earn 
only $2.20 per share. Our most op- 
timistic hypothesis is that Steel will 
do a business 25% greater than in 
1940 and have the same profit mar- 
gin as in that year. On that basis 
the common stock would earn 
$10.40 a share. 

Despite the wide range of the fig- 
ures it is by no means impossible 
that the true earning power of U. S. 
Steel could be either as low as $2.20 
or as high as $10.40 a share. Neither 
extreme, however, appears probable. 
The likely area of variation would be 
more in the range between #4 and 
$8 a share, and the valuation you 
would get from that range of earn- 
ings would probably run between 


a low of $40 and a high of $120 in 
value. This assumes that the mul- 
tiplier may be as low as ten or as 
high as fifteen. 

lf this. analyst were put on the 
spot and asked to make his best 
single estimate of the future earn- 
ing power and value of U S. Steel, 
he would be inclined to take middle 
points in the range given. Hence he 
would say that earnings of around 
$6 a share would be his best guess 
for an average period of time for 
the future. His multiplier would be 
only 1214, and he would thus arrive 
at an indicated value of $75. That 
multiplier is undoubtedly low for 
an immense, financially strong con- 
cern such as U. S. Steel. Large en- 
terprises are generally thought to 
be worth more than 12¥4 times aver- 
age earnings; but in my opinion 
Steel does not rate a high multiplier. 
This is because its history is a weak 
rather than a strong one with re- 
spect to earning-power develop- 
ments, and also because there have 
been great elements of variation and 
instability in the company’s picture 
in the past. You are likely to see 
these again in the future. 

I am sorry I had to run through 
the last part of this analysis so rap- 
idly but I think it may give you 
some inkling of what analysts do 
down in Wall Street. 
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Financial Statements from the Viewpoint of the Financial Analyst 

in PRACTISING LAW INSTITUTE 
1! 
ul- CURRENT PROBLEMS IN ACCOUNTING FOR LAWYERS 
as By Benjamin Graham 

Tables for ‘‘Financial Statements from the Viewpoint of the Financial Analyst” 
rhe Table A 

; Condensed Financial Analysis of U. S. Steel Co. 

St (end of 1944) 
rm- Corrections of the Current Income Account (1944) 
oA, Income for Common Stock (in Millions) Per Share 
dle ee ORT gene a ae ee es DOE eG, CA as RE Sh a ST Be SF $35.6 $4.09 
he Reperrcteoml’ for. Teeeeotineinn © Sos occ ck Sco oe adewc arden vatgeestoen -— -- 
ind MIEN SRURNOUONRN 655505. 5 656-6 i ciclcet oe kee HEOR CLS Ke Cee eee 21.5 (net) 2.47 
ace MN GMMMMMLEME a: sc bcetare sists 0.4 4:64. 6 dhe as 7s Moree ae Sialde w wile Wee ela eTaIes — 
RIC MNRNONES SOU. pier a-5:4. 01075. <3 sb are. cis gles Sale oe eae MECeR SER REIERE _ 
fOr NE ee aaa Rea Re Rete de ert TE tS — = 
be ; Tene re res 
: NNN VERMNINUNIE. 500.5150. 5 Sols 5a oc nea ee eed mae Coa $57.1 $6.56 
lve 
hat 
for Table B 
on- Ten Year Analysis 
en- I. Comparative Balance Sheet 

(in millions) Change 

to Dec. 31, 1934*** Dec. 31, 1944 in 10 yrs. 
er (approx. ) 
ei i Net Current Assets.......... rT eT $ 365 $ 748 + $383 
_ De NY TR avo veins nocysossessenpsuaen 1,098 987 — li 
Ler. —e cs 

$1,463 $1,735 + $272 

2ak 

re- MRIS UCONN a all coed alo, te ok ode 517 456 — 61 
Ip Common Stock Bawity es. ick ces vwcvccccds be 946 1,279 + 333 
| ns = ——- — 
ive $1,463 $1,735 +. $272 

* Includes small minority interest. 
ind ** Includes contingent reserve. 
ure *** Adjusted for write-off of $530,000,000 in 1935 and 1938. 
see II. Statement of Corrected Earnings and 
Current-Assets Flow for Common 
oh (in millions) 

2 10 yr. Avge. 
ap- Per Share- 
‘ou 1935-9 1940-44 1935-44 per year 
, BAMHINGR WRODOLION 0 cits soi snc a teense nu vcameoree $54 $288 $342 $3.92 

ao Additional Earnings .............cceeeececeeees 31 131 162 1.86 

MAMI eae nea She nieve oh aie pucia See eee $85 $419 $504 $5.78 
Giange in Plant Acct. tei: ss soc ccccccccecviess dr. 74 cr. 185 er. 111 1.28 
Current Assets Flow for Common.............. $11 $604 $615 $7.06 
Table C 
Special Historical Survey of U. S. Steel 
(by use of selected years) 
I. Balance Sheet 
*1902 *1923 1944 
(In Millions) ( Approx.) 
Net Current Assets.... Lil Rata eat he parle eee $167 $ 568 $ 748 
RE OCIS ag ge Argh FRO AI res 560 1,287 987 
Total for Capitalization. ... ‘ a ee re te ee $727 $1,855 $1,735 
ae a re ? Fe ae 890 918 456 
MOMMMOVE: COUNGRS MONEE a(dc.a Sak aiacees sua Soeeine areca ee def. 163 937 1,279 
Net Current Assets for Common Stock............2eeee0e def. 723 def. 350 292 
*Adjusted for write-down of $768 million of intangibles. 
**Includes small minority interest. 
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TE NE I sa oie 2k. ok cis 6.04 cas de¥ees 10.9 miil. 22.8 mil 31.0 mill 
We UN, MOOI 6 0 5 bos 0:dde ata 6sawenwasecice 94.3% 88.7% 95% 
% of Nation’s Steel Produced............scceccces 65% 45% 35% 
Composite Steel Price Per Tom. <ic..cccccscccccses Abt. $40 $59 $53 
“Hauated” ProductioN—TOMs ..ccccccccsvcescccsser 10.6 mill. 19 mill 39 mil 
III. Income Account 
Per Per Per 
Equated Equated Equated 
( Millions) Ton (Millions) Ton (Millions) Ton 
ne, SAP AER Er ork ener SOP Si Be $423 $40 $1097 $59 $2082 $53 
IOS ros. .55 5 8 ss aida cae bee 121 (28.6%) 471 (43.0%) 957 (46.0%) 
EO Eo a ied divee ove eaaan 161 377 793 
aaewe Comet. Ped. Ine:)...icckccssess 2 est. 35 41 
RPOUUINAUNON, GEE, cnn cascidvcsccece se 28 57 139 
NS RN Re ne Oe Ee ee 111 10.5 157 8.3 152 3.9 
I td i a est. 20 1.1 65 i? 
SpE NE NINIW s . ia's o-0'e « rade aelomre ds 57 5.4 53 2.8 30 8 
nt ROr COMMON 6s 56 os cee baces esas 54 $3.1 84 $ 4.4 757 $1.4 
Per Share : tebabiaw ae kekens “6 7.57 | 11.73 $ 6.56 
* Adj. for 40% stock div + Before reserves of $21.5 mill. net. 
Table D 
Prospective Earnings for U. S. Steel Common 
(on various assumptions) 
(1) (2) (3) (4) 
1940 Volume 
1940 Profit 1940 Volume 1940 Volume +25°, 1940 Volume +25°% 
Margin 1944 Margin 1940 Margin 1944 Margin 
(In Millions) 
a $1,100 $1,100 $1,400 $1,400 
Profit Margin 14% 7.2% 4% 7.2% 
Operating Profit 154 79 196 101 
Interest..... 5 5 5 5 
Federal Tax at 40% 60 30 76 39 
Preferred Dividends 25 25 25 25 
3alance for Common 64 19 90 32 
Per Share... $7.30 $2.20 $10.40 $3.70 
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Answers to Questions Presented bv 


The New York Chapter of the Robert Morris Associates 


Answered by the 


Committee on Cooperation with Bankers 
of 


The New York State Society 
of Certified Public Accountants 


\t a Joint Meeting April 24, 1945 


INTRODUCTION 


HE Committee on Cooperation with Bankers of The New York State 
Society of Certified Public Accountants attended a dinner meeting 
of the Robert Morris Associates on April 24, 1945 at the Harvard Club, 
New York City, to discuss generally numerous questions submitted by that 
association. The Society’s Committee informed the members of the Asso- 
ciates who were present that the meeting was informal and that the com- 
ments to be made by the Committee were not to be considered as official 
pronouncements of the Society. The Committee had grouped the ques- 
tions as follows: 
A. Termination Claims 
B. Inventory 
C. Taxes 
D. Statement of Backlog 
E. Reserves 
F. Commitments 
G. Miscellaneous 


The committee had prepared answers to questions submitted in advance 
of the meeting and certain questions together with the answers are sub- 
mitted hereunder. 

The answers to additional questions submitted are being re-edited and 
it is expected that these will be presented for publication as soon as 
released by the committee. 


A. TERMINATION CLAIMS basis which would best serve every- 
one concerned. More adequate foot- 
notes appear to be in order, segre- 
gating claims as between those 
which are (1) approved, (2) un- 
approved. With respect to ap- 
sheet items representing contract proved claims, no breakdown of ele- 
termination claims? These are ments seems necessary, but with 
fairly frequently not segregated respect to unapproved claims, a 
from ordinary receivables or inven- description of the various items 
tory and are seldom described on a_ therein is certainly appropriate. In 
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Question 1: Examination and 
Presentation of Termination Claims. 
By what methods and to what ex- 
tent are accountants undertaking to 
determine the accuracy of balance 
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the case of claims which have not 
been approved, the accountant can 
further elaborate by indicating 
whether or not he has made an ex- 
amination of the costs data entering 
into the claim. If such an examina- 
tion has been made, the accountant 
could then render some expression 
of his views, perhaps along the fol- 
lowing lines: 

“It is our opinion that the 
amount set forth in the balance 
sheet as due and payable on ac- 
count of the termination claim 
under contract numbered 
fairly sets forth the costs data 
have been prepared in accordance 
with recognized accounting prac- 


tices.” 


Answer: In the absence of a 
statement to the contrary in his re- 
port it may be assumed that an ac- 
countant, in rendering a report on 
his examination of financial state- 
ments, would have taken all steps 
which he considered necessary to 
determine the probable collectibility 
of balance sheet items representing 
war contract termination § claims. 
[Inasmuch as a greater or lesser 
amount of negotiation is involved in 
settling these claims, a wider area 
of judgment as to the amount col- 
lectible is involved than would be 
the case with respect to an ordinary 
receivable for completed work. 

The methods used by the account- 
ant to arrive at his opinion concern- 
ing termination claims would neces- 
sarily vary with the type of business, 
character of the war contract and 
the extent to which the accountant 
considered it proper to rely on the 
internal control of his client. While 
these methods can be described in 
the accountant’s report in any case 
in which such description is desired 
by the client or by the user of the 
report, this would not ordinarily be 
done. 

In answer to the statement that 
claims are “fairly frequently not 
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segregated from ordinary receiv- 
ables or inventory and are seldom 
described on a basis which would 
best serve everyone concerned”, we 
quote the following from Bulletin 
No. 25 recently issued by the Com- 
mittee on Accounting Procedure of 
the American Institute of Account- 
ants: 

“Onder ordinary circumstances, 
the termination claim _ should 
properly be classified as a cur- 
rent asset and separately dis- 
closed in the financial statements 
unless relatively small in amount. 


We doubt whether any useful 
purpose would be served by classi- 
fying claims in financial statements 
between those which are approved 
and those which are not approved. 
Ordinarily, at a balance sheet date 
there would be relatively few claims 
which could be said to be fully 
approved. There is a very short 
lapse of time between final approval 
and payment. It is more useful for 
the accountant to indicate those 
claims open at the balance sheet 
date which had been settled be- 
tween the date of the balance sheet 
and the date of his report, and this 
would ordinarily be done in a de- 
tailed report with respect to any 
important claims. 

The detailed make-up of the com- 
putation of terminated claims could 
be shown if any user of the report 
indicated such details were desired. 
Ordinarily, however, such details 
would not be shown without a prior 
request to the accountant that this 
be done. These details would. in- 
clude direct labor, materials, unab- 
sorbed development and engineering 
expense, plant overhead, general 
overhead, subcontract costs and 
profit. The preparation of this in- 
formation by a company which com- 
puted its claims on the basis of a 
physical inventory of the materials 
on hand and in process applicable 
to the contract, each item being 
valued at a standard cost, would be 
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Answers to Questions 


very laborious since it would be 
necessary to assemble the aggregate 
of each element of cost for each item 
in the inventory. There might be 
thousands of separate items applic- 
able to a single terminated contract. 

We believe that there would be 
no point in expressing a separate 
opinion with respect to the termi- 
nation claim inasmuch as the effect 
of the separate opinion suggested 
is included in the opinion which the 
accountant expresses as to the finan- 
cial statements as a whole. 


Question 2: Liquidity of Termi- 
nation Claims. Should any claims 
against cancelled contracts or 
orders, whether or not approved, be 
considered current assets? 

Answer: American Institute of 
Accountants Bulletin No. 25. in- 
cludes the following: 

“Under ordinary circumstances, 
the termination claim should 
properly be classified as a current 
asset and separately disclosed in 
the financial statements unless 
relatively small in amount.” 


Question 3: Termination Claims 
Payable. Is it proper to show 
termination claims as an asset net 
of any subcontractors claims against 
the subject company? If not should 
all such claims be considered cur- 
rent liabilities? 

The following is a quotation on 
this subject from Bulletin No. 25 of 
the American Institute of Account- 
ants: 


“Some accountants believe that 
the nature of an obligation to a 
subcontractor is that of an ordi- 
nary liability even though it may 
arise through the termination of 
a war contract, and that the con- 
tractor’s termination claim receiv- 
able (that is, the portion of the 
prime contractor’s claim repre- 
senting the payment to be made 
to the subcontractor) although 
related to the subcontractor’s 
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claim, is to be accounted for inde- 
pendently as an asset. This group 
believes that all claims of subcon- 
tractors, to the extent that they 
are reasonably ascertainable, 
should be recorded in the accounts 
and displayed on the contractor’s 
balance sheet as current liabilities 
and that the amounts recoverable 
by the contractor should be in- 
cluded in his termination claim 
receivable. To the extent that 
the amounts of subcontractors’ 
claims are not reasonably de- 
terminable, disclosure with respect 
thereto in the financial statements 
is believed to be adequate. 


“Other accountants believe that 
the effect of the termination arti- 
cles coupled with the Contract 
Settlement Act is to establish a 
relationship between the claim of 
the subcontractor and the result- 
ing right of the contractor under 
his own termination claim which 
is different from an ordinary com- 
mercial relationship and justifies 
their omission from the accounts. 
Recoverable subcontractors’ 
claims are thus said to be in the 
nature of contingent liabilities 
analagous to commitments, which 
are customarily omitted from the 
accounts except where a loss is 
anticipated, and to notes receiv- 
able discounted. Both of these 
may be disclosed in the financial 
statements without recording 
them as assets and_ liabilities. 
Even when contingent liabilities 
are recorded, it is customary ac- 
counting practice to display them 
on the balance sheet as deduc- 
tions from the related contingent 
assets so that no effect upon finan- 
cial ratios and relationships re- 
sults. 

“Because of the merits and prev- 
alence of these alternative views, 
no preference is expressed at this 
time for either position. If, after 
further experience with termina- 
tion settlements, it becomes ap- 
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parent that one of these procedures 
is substantially more desirable 
and useful than the other a sup- 
plementary statement to that 
effect may be issued.” 


B. INVENTORY 


Question 1: War Contract In- 
ventory. With respect to concerns 
in war work, it is suggested that in- 
ventories be reported to show separ- 
ately the value of inventories 
specifically carried for the fulfill- 
ment of firm Government contracts; 
war goods inventories not allocable 
to specific contracts, such as inven- 
tories still on hand and unused 
which had been purchased for con- 
tracts which had been completed; 
war goods inventories in excess of 
quantities deemed allowable for 
termination claims in event of con- 
tract cancellation; and civilian in- 
ventories. 


Answer: It is a responsibility of 
the accountant to satisfy himself 
that his client’s inventory relating 
to war work, together with his com- 
mitments for the acquisition of such 
inventory, is reasonably related to 
the requirements to complete firm 
Government contracts. He could 
satisfy himself as to this in the case 
of large companies by investigating 
his client’s methods of keeping such 
inventories in balance. It would 
ordinarily be difficult in a large 
company, however, to obtain aggre- 
gate figures for the categories set 
forth in the question, although this 
could be done if it would serve any 
useful purpose and if such informa- 
tion were desired in the detailed 
report. In the case of smaller com- 
panies, aggregate inventories and 
commitments in the suggested 
categories would frequently be 
determined by the accountant in 
arriving at his opinion as to the in- 
ventory situation and such aggre- 
gate figures could be disclosed in 
his detailed report, if desired. 
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Question 2. Termination Inven- 
tories. How should inventory ac- 
quired in connection with a termi- 
nated contract or order be shown 
before any claim is approved and 
filed? If inventory is segregated 
should it include labor or overhead? 

3ulletin No. 25, to which reference 
has been made, includes the follow- 
ing statement: 

“Termination has the effect of 
converting an active contract in 
process into a claim, or, from an 
accounting standpoint, from in- 
ventories and other charges into 
an account receivable.” 

Such receivable should include 
labor or overhead applicable to suc 
inventory. 

Question 3: Inventory Details. 
(1) The basis for compilation of in- 
ventory is seldom omitted, but it 
happens very frequently that inven- 
tory is taken without accounting 
supervision. In the absence of a 
physical inventory taken under ac- 
countant’s supervision, naturally, 
the accountant would be unwilling 
to underwrite the inventory accur- 
acy. Perhaps it is not too much, 
however, to expect a general state- 
ment from the accountant to the 
effect that the methods employed 
by a given company are such as 
should permit an accurate inventory 
computation. Such a_ statement 
would be even more useful if made 
in connection with an interim state- 
ment not based on physical count. 
2) A more detailed breakdown of 
inventory than that generally re- 
ceived, separating raw materials, 
goods in process and completed 
goods would be desirable. (3) The 
extent to which inventory applies to 
order on hand. (4) Statement in 
respect of obsolete inventory. 

Answer: If the accountant dis- 
claims the responsibility as to the 
inventory which he accepts when 
“his examination was made_ in 
accordance with generally accepted 
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Answers to Questions 


auditing standards applicable in 
the circumstances and included all 
procedures which he _ considered 
necessary”, he should not be ex- 
pected to make a general statement 
as to the methods employed by a 
given client in taking the inventory. 
[t is noted that in the question there 
is an inference that in certain cir- 
cumstances the certified public ac- 
countant would be willing to “un- 
derwrite the inventory accuracy.” 
It is of course assumed that this is 
merely an inadvertent misuse of 
language, that it is well understood 
that the accountant does not under- 
write inventory accuracy or any 
other portion of the accounting 
statements. The responsibility of 
the independent accountant as to 
the usual examination is now quite 
well established. He expresses an 
opinion of the inventory as well as 
the other items of the financial 
statements. While he risks his 
reputation on his opinion, he does 
not underwrite the accuracy of any 
portion of the financial statements. 


C. TAXES 


Question 1: Tax Credit Carry- 
back and Loss Carryback. What is 
the proper treatment of these items 
in the profit and loss statement and 
the balance sheet? Should they be 
included in earnings or credited di- 
rectly to surplus? Also should they 
be considered as current or slow 
assets 


Answer: .This question may be 
answered by quoting from Bulletin 
No. 23 issued by the Committee on 
Accounting Procedure of the Ameri- 
can Institute of Accountants: 

“Where taxpayers are permit- 
ted to carry back losses or unused 
excess-profits credits, and thus 
become entitled to a refund of 
taxes paid in prior years, a ques- 
tion arises whether the amount 
refundable is to be regarded as 
applicable to the year in which 
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the tax was originally accrued or 
to the year in which the loss oc- 
curred or the unused excess- 
profits credit arose. The commit- 
tee velieves that as a practical 
matter, in the preparation of an- 
nual income statements, amounts 
-efundable should be included in 
the latter year. While claims for 
refund of income taxes should not 
ordinarily be included in the ac- 
counts prior to approval by the 
taxing authorities, a claim based 
on the carry-back provision, while 
not an allowable offset against 
the tax to be paid, presumably 
has as definite a basis as the com- 
putation of income taxes for the 
year; such claim should, there- 
fore, be included in the income 
statement as indicated above. The 
committee recommends, however, 
that the income statement for that 
year indicate the results of opera- 
tions before application of the 
claim for refund, which should 
then be shown as final item before 
the amount of net income for the 
period; but if there is swostantial 
reason to believe that misleading 
inferences might be drawn from 
such inclusion, the claims may be 
credited to surplus. 


“Claims for refunds based on the 
carry-back provisions of the law 
may be shown as current assets if 
collection is reasonably assured.” 


However, inasmuch as claims for 
refund are usually subject to exami- 
nation by the Internal Revenue 
Bureau, it will probably be found 
that collection will not be made 
within the period of one year. It 
would therefore appear to be more 
conservative to exclude the claim 
from current assets. 

Question 2: Partners’ Withdraw- 
als for Payment of Individual In- 
come Taxes. Partnerships, as such, 
do not pay income taxes; however, 
the principals are obligated to pay 
on the wasis of their earnings which 
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include in addition to their draw- 
ings, the increased value of their 
proportionate ownership of the firm. 
In many instances, it is necessary 
for the members to make withdraw- 
als during the current year for the 
payment of their previous year’s 
taxes and, generally speaking, no 
footnotes are made on the state- 
ment as to the estimated amount of 
such withdrawals. In order to pre- 
sent to the banks a complete picture, 
would it not be appropriate in such 
instances to set up as a liability an 
amount equal to the estimated fu- 
ture withdrawals for that purpose, 
and increase the amount of with- 
drawals in the Profit and Loss fig- 
ures. Of course, such a liability item 
should be fully described perhaps as 
Reserve—partners’ withdrawals for 
preceding year’s income taxes. 


Answer: Technically, the reserve 
referred to should not be shown on 
the balance sheet of the firm because 
partnerships are not subject to tax 
liability. However, in view of the 
fact that partners may ordinarily 
make withdrawals at will or by 
agreement among themselves, credit- 
grantors are justified in seeking pro- 
tection by requesting from partner- 
ship borrowers a statement of ex- 
pected and maximum withdrawals 
during the period of the loan. 
Naturally, no balance sheet reserve 
can deal with the situation. Infor- 
mation relative to limitations on 
withdrawals may be in the form of 
a oalance sheet footnote or prefer- 
ably, in a separate statement from 
the borrower to the credit-grantor. 


Partnership articles may provide 
that a stated amount is to be re- 
tained in the business as capital and 
that profits in excess of capital may 
be withdrawn by the partners from 
time to time as circumstances war- 
rant, for personal requirements as 
well as for payment of income taxes. 
In the balance sheet of a partnership 
it would be appropriate to show the 
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fixed capital of the firm separately 
from the amount subject to with- 
drawal in the ordinary course of 
business. However, there appears 
to be no legal requirements that the 
fixed capital cannot be withdrawn 
if agreed upon among the partners. 
Should a partnership negotiate a 
bank loan, it would seem to be ap- 
propriate for the bankers to require 
that the partnership should not re- 
duce its capital below a specified 
sum. The case would ve somewhat 
analagous to a case where an incor- 
porated company with a large free 
surplus negotiates a bond issue or a 
long-term bank loan. In such cases 
it is quite usual for bondholders or 
bankers to require an undertaking 
from the company not to pay divi- 
dends which would reduce surplus 
below a specified figure. 


Question 3: Post War Refund. 
How should the post war refund be 
carried if part or all of it is repre- 
sented by bonds? 

If the post-war refund is partially 
represented by bonds, the total 
amount of the refund may be carried 
in one amount in the balance sheet 
with a parenthetical notation of the 
amount represented by bonds. If all 
of the refund is represented by 
bonds, the caption in the balance 
sheet should be appropriately worded. 
Inasmuch as neither the refund nor 
the refund bonds are collectible cur- 
rently, they should not be carried 
in current assets. 


D. STATEMENT OF BACKLOG 


It is very unusual to find a compu- 
tation of backlog submitted with a 
statement. <A financial statement 
shows the condition of a business as 
of a given day, and the operating 
information, the operations in re- 
verse. Since all of us are more in- 
terested in the future than the con- 
dition existing today or yesterday, 
it seems that a statement of backlog 
as an addition of expected opera- 
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Answers to Questions 


tions is most appropriate, inasmuch 
as many elements of a statement, in- 
ventory particularly, are, relatively 
meaningless without some knowl- 
edge of what is in prospect. To be 
of the most use, backlog might well 
be divided between civilian and war 
production, and there should be a 
breakdown by delivery dates. 


Answer: Accountants realize the 
importance to credit-grantors of de- 
pendable*woacklog information with 
respect both to purchases and sales. 
Undoubtedly the credit-grantor should 
have this information. It is sug- 
gested that interested credit-grantors 
request such data from borrowers. 
When accountants are engaged to 
do so, they are prepared to review, 
by testing, the general accuracy of 
borrower’s statements relative to 
unfilled sales orders and purchase 
commitments. 


E. RESERVES 


For general discussion see Ac- 
counting Research Bulletin No. 13, 
- : : 
Accounting for Special Reserves 
Arising Out of the War”, issued by 
the Committee on Accounting Pro- 
cedure of American Institute of 
Accountants in January, 1942. 


Question 1: Reserves for Con- 
tingencies. In view of the prevalence 
of such reserves at this time, would 
it be possible for the auditors to set 
forth in more detail the purposes for 
which they have been set aside, with 
comments as to the portion of the 
reserves which might be regarded as 
current liabilities or involve current 
expenditures of funds—or in lieu of 
this, a certification to the effect that 
none of such reserves should be so 
regarded? 

Answer: It is the general prac- 
tice for auditors to set forth in the 
financial statement a brief descrip- 
tion in the caption relating to re- 
serves indicative of the information 
disclosed by the minutes or other 
available data concerning the pur- 
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pose of reserves for contingencies. 
However, it is not always prac- 
ticable to set forth all of the con- 
siderations as to why the reserve 
has been set up and how the 
amount has ween computed, and 
often corporations do not make it a 
practice to go on record as to the 
specific purposes of such reserves. 
With respect to companies under 
the jurisdiction of the Securities and 
Exchange Commission, Accounting 
Release No. 42 provides that where 
such reserves are established a full 
and accurate disclosure of the re- 
serves and the purposes thereof is 
required. In cases where reserves 
are merely described as “Reserves 
for Contingencies” or by-some other 
general caption, deficiencies are 
cited by the S. E. C. requiring the 
registrant to be more specific. Where 
any portion of such reserves relates 
to a probable liability as distin- 
guished from a general provision for 
possible contingencies, it should be 
included under current liabilities in 
the balance sheet. 


Question 2: Contingency Reserve 
Deductions. For some time we have 
been receiving audited statements 
which show contingency reserve 
deductions both as charges against 
current operations and as adjust- 
ments to the surplus account. Do 
the accountants have any rule which 
they go by in handling this matter? 


Answer: Contingency reserve de- 
ductions should, as a general rule, 
be made in the profit and loss state- 
ments. If, however, a direct appro- 
priation from surplus to contin- 
gency reserves has ween made, it 
would be improper to use such re- 
serve to absorb charges which 
would normally be made to income. 
Such charges should be taken up in 
the statement of profit and loss in 
the year of their determination and 
the contingency reserve created by 
a charge to surplus should be re- 
stored thereto. 
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Question 3. General Reserve. A 
corporation set up an unallocated 
reserve of $1,000,000 which it funded 
by investing an equivalent amount 
in Government Bonds. Should the 
bonds be carried as a current or a 
slow asset, and what is the effect if 
later on these bonds are sold and the 
proceeds put into plant improve- 
ment? 


Answer: If a reserve is funded, 
the funds, whether Government 
bonds or other securities, should be 
excluded from current assets. The 
purpose of a funded reserve is to 
set aside the necessary assets to 
meet the contingency in respect of 
which the reserve was created and 
a reserve cannot be said to be 
funded unless the funds are segre- 
gated from working capital. 

If the bonds are sold and the 
proceeds put into plant improve- 
ment, the corporation would merely 
have an unfunded reserve of $1,000,000 
and unless there should be a definite 
réason for continuing that reserve it 
should be restored to surplus. 


Question 4. Renegotiation Re- 
serve. By what methods and to 
what extent are accountants under- 
taking to determine the accuracy 
of balance sheet items representing 
reserves for renegotiation? 


Answer: The reasonableness of 
reserves for renegotiation should be 
confirmed by accountants in the 
usual course of their examination. 
Generally, the corporation’s ac- 
counting department prepares an 
analysis of renegotiable and non- 
renegotiable business and an appro- 
priate allocation of the costs and 
expenses. Using such a breakdown, 
the best possible estimate of the 
allowable profit on  renegotiable 
business is made based on the, expe- 
rience of the previous year or other- 
wise, and a reserve is set up out of 
income measured by either the 


gross amount of the probable re- 
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fund or by the net amount of such 
refund after applicable taxes. 

Questio# 5. Tax Reserves. It 
seems inexcusable, but the fact is 
that a limited number of statements 
prepared by accountants do not dis- 
close income tax liability, even 
though such liability be appreciable 
in amount. Every corporate state- 
ment of a business operating profit- 
able should contain a tax reserve, 
and if the statement is prepared by 
an accountant whatever comments 
(if any) are necessary concerning 
the reserve indicated by the state- 
ment ? 


Answer: Provision for income 
tax liability should be shown on 
financial statements reported upon 
by accountants. When_ interim 
statements are submitted which 
cover a period of less than a full tax 
year an estimate of the tax liability 
applicable to the current profits of 
the period should be made and an 
appropriate liability should be 
carried in the balance sheet. 

Footnotes should be used with 
respect to income taxes where it is 
desirable to indicate through what 
period the tax returns have been ex- 
amined by the Internal Revenue 
Agent and to indicate that the finan- 
cial statements are subject to final 
determination of federal income 
taxes by the Bureau of Internal 
Revenue. In cases where income 
tax returns have been examined and 
the Bureau has proposed an addi- 
tional assessment which is_ being 
protested by the company, a foot- 
note to that effect is appropriate. 
Where proposed additional assess- 
ments have been substantially agreed 
to by the company provision should 
be made in the accounts for the 
amount of such liability. 


F. COMMITMENTS 


Question: There have been some 
instances recently where the exist- 
ence of sizeable orders for the pur- 
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Answers to Questions 


chase of merchandise has been un- 
covered. Inasmuch as it is by no 
means certain that such orders can 
be cancelled an indication of the 
amount of commitments is desir- 
able. 


Answer: Where commitments 
are made for the purchase of ma- 
terials in the usual course of busi- 
ness and where the amounts are not 
disproportionate to the normal vol- 
ume of business done, it is not cus- 
tomary to indicate in financial state- 
ments the aggregate amount of such 
commitments. Where, however, any 
substantial loss is indicated, meas- 
ured by the difference between the 
commitment prices and the market 
replacement prices at the date of the 
balance sheet, appropriate provi- 
sion for, or reference to, such loss 
should be made in the financial 
statements. (See also answer to the 
question relating to Backlog.) 


G. MISCELLANEOUS 
QUESTIONS 


Question 1: Advances. Some 
accountants net advances on Gov- 
ernment contracts against the 
amount of the contracts in the cur- 
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rent assets, while others show it as 
an offset in the current liabilities. 
As this lack of uniformity can 
appreciably affect the ratios of 
different companies, would it not be 
advisable and possible to establish 
a uniform procedure in regards to 
this item. 


Answer: The most important 
consideration is that all ratios are 
upset by Government contracts, and 
that the distortion may be just as 
great if the total contract account 
receivable and work in process are 
included in current assets and ad- 
vances thereon in current liabilities, 
or if the advances are deducted from 
the corresponding current assets 
and merely the net assets included 
in the totals. Therefore, under 
present abnormal conditions, we do 
not believe it is advisable to require 
any one uniform procedure but to 
merely require adequate disclosure 
as to the amount of advances and 
whether there is any liability to 
repay such advances other than 
through deliveries on the contract. 
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Calendar of Events 
May 14—Monday—Regular meet- 
ing of the Board of Directors. 
May 14—Monday—Annual meeting 


of the Society. Location: Wal- 
dorf-Astoria Hotel, Lexington 
Avenue and 49th Street, New 
York. 


June 21—Thursday—Regular meet- 
ing of the Board of Directors. 


Membership for Committees 


In order to facilitate the appoint- 
ment of committees for the year 
1945-46, President-elect Donaldson 
requests that members desirous of 
serving on technical committees of 
the Society (a list of which appears 
in the Year Book) advise the So- 
ciety’s office concerning those on 
which they feel qualified to serve. 
Committees will be selected during 
the summer and will take effect on 


October 1, 1945. 


Members expressing a desire to 
serve on committees and accepting 
committee appointments should re- 
alize that acceptance conveys a 
willingness to assume the respon- 
sibilities of a member of the com- 
mittee, and to attend meetings and 
work on the activities of the com- 
mittee. 


Amendments to the By-Laws 


The Secretary announces that the 
proposed amendment to the By- 
Laws, submitted to the membership 
on April 2 for a mail vote was car- 
ried by a vote of 1,848 in the affirma- 
tive to 83 in the negative. Rule 8 
now reads: 

“The relationship between a 


member and his client is confiden- 
tial in character and, therefore, a 
member shall not disclose informa- 
tion acquired in the course of a 
professional engagement to anyone 
other than his client without the 
consent of the client except as re- 
quired by law or with the consent 
of third parties whose accounts are 
examined at the request of a client”. 
Members are advised to change 
the wording of Rule 8 in their 1944 
Year Book as it appears on page 235. 


New Committees 

President Horne has announced 
the formation of two new commit- 
tees—a special Committee on Co- 
operation with Other Accounting 
Societies under the chairmanship of 
©. Oliver Wellington and a tech- 
nical Committee on Air Transport 
Accounting under the chairmanship 
of Charles H. Towns. 





Cooperation with the American 
Institute of Accountants 

The Institute’s Nominating Com- 
mittee wishes to name a representa- 
tive accountant from New York 
State as a candidate for election to 
Council. 

As a matter of friendly coopera- 
tion, the officers and directors of the 
Society urge that each member of 
the Institute send in the name of 
the man of his choice. 


Correction 

The name of Harry Garoklanian 
was inadvertently omitted from the 
list of the candidates who passed 
the November 1944 C.P.A. Exami- 
nations, published in the April 1945 
issue of The New York Certified 
Public Accountant. 
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Man in a Brown study. a 


. and expedites the gathering of 


And no wonder! Employment and 
overtime increasing... schedules lag 
... delivery dates always being missed 
... materials and tools arriving late... 
Meaning what? Not enough current 
facts! Shall we go-ahead with the new 
commitments? Or run short month 
after month? What departments are 
overloaded? What new orders can we 
book? ... It’s only a guess... Hell of 
a way toruna business... and a pretty 
sure sign that the business needs the 
information that McBee methods and 
products can supply—on time! McBee 
makes vital facts available faster and 
earlier, to help management manage 


data which gives executives a current 
picture of the business, information 
needed for better control. 


For forty years, McBee has been 
perfecting methods and manufacturing 
products to get facts for management 
...quicker, easier, and more efficiently. 
Simple, serviceable without expensive 
installations or skilled operators, 
McBee usually provides the means of 
improving your procedures, cutting 
clerical costs, saving time and worry. 
If you need management reports faster, 
call a McBee man as the first step! 


THE McBEE COMPANY 


SOLE MANUFACTURERS OF KEYSORT 
295 Madison Ave., New York 17, N.Y... Offices in principal cities 


June 








